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TOWARD A THEORY OF BUSINESS TAXATION 


PAUL STUDENSKI 
New York University 


VER the past half-century or more there has developed 
in this country a fairly elaborate structure of federal 


and state business taxes. This structure, as it is now 
constituted, is generally recognized to be singularly devoid of any 
plan and to be inconsistent in its underlying principles. At best it 
is the disordered product of fiscal expediency and piecemeal legis- 
lation—a more or less accidental conglomeration of tax laws, en- 
acted at different times and applied to different types of busi- 
nesses or different attributes of the same businesses, according to 
the exigencies of the moment. As such, it reflects a multitude of 
different ideas as to what constitutes a fair basis of taxation of 
business and is distinctly inequitable in the distribution of its 
burden. 

The time has arrived for the introduction of some order into 
this medley of unrelated, overlapping, and conflicting federal and 
state taxes on business. Such a task requires, however, the formu- 
lation of a sound theory of business taxation. Unfortunately, the 
amount of work done by our students of public finance toward the 
formulation of such a theory has not been very formidable. Our 
literature of taxation, although abounding in discussions of spe- 
cific problems arising in the levy of certain business taxes, con- 
tains little fundamental discussion of the principles on which busi- 
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ness taxes, taken as a whole, should rest. While most American 
public finance treatises describe the existing federal and state 
taxes on business, they almost completely avoid inquiring into 
their economic and social justifications.' Until recently the only 
really fundamental discussion of the subject was to be found in 
two articles written some twenty years ago by the late Professor 
Thomas S. Adams, for years adviser to the United States Treas- 
ury.? 

Contemporary students of taxation who wish to contribute to- 
ward the formulation of a theory of business taxation must start, 
therefore, practically from scratch. This fact, while making their 
task more difficult, at the same time makes it much more chal- 
lenging. Already some students have begun to explore the prob- 
lem, so that we can expect that the present void in the literature 
on the theory of business taxation will be filled before long.’ 

The writer will attempt in the present article to develop his 
concept of a consistent and acceptable theory of business taxation 
and to indicate the changes which, in his opinion, should be made 
in the existing system of business taxation in order to bring it into 
conformance with such a theory. 

* See bibliography on business taxation in How Shall Business Be Taxed? (New 
York: Tax Policy League, 1937). Its section on the theory of business taxation 
contains only thirteen items. They are as follows: E. R. A. Seligman’s chapter on 
the “Taxation of Corporations” in his Essays in Taxation, written before the enact- 
ment of the federal corporation-income tax and devoted largely to the discussion 
of the various bases of imposition of state corporation taxes; one of Thomas Adams’ 
two articles listed below (n. 2); the second report of the National Tax Association’s 
Committee on the ““Model State Tax System”; two or three papers on state business 
taxes read before the latter Association’s annual meetings; some minor articles by 


Buehler, Hunter, and Mudge; and finally, a page or two in each case in the textbooks 
of H. C. Adams, Shirras, and Shultz. 


2 “The Taxation of Business,” Proceedings of the National Tax Association, 1917, 
pp. 185-94, and “Fundamental Problems of Federal Income Taxation,” Quarterly 
Journal of Economics, XXXV (1920-21), 527-56. 

3 See Gerhard Colm’s article, “Conflicting Theories of Corporate Income Taxa- 
tion,” in Law and Contemporary Problems, Vol. VII, No. 2 (1940); final report of 
the Committee of the National Tax Association on the federal taxation of corpora- 
tions, of which Robert M. Haig was chairman, in Proceedings, N.T.A., October, 1939; 
and the author’s own article “Taxation and Business Enterprise,” in Financial 
Management Series (New York: American Management Association, 1939), No. 58. 
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FAILURE TO DISTINGUISH BETWEEN BUSINESSMEN AND BUSINESS 
ENTERPRISES AS COLLECTIVE ORGANIC UNITS 

Some citizens question the justification for the levying of busi- 
ness taxes. Their argument generally runs about as follows: 
“Business is an activity and a means by which individuals earn 
income and acquire property. It has no personality of its own. 
Taxes on business, therefore, are taxes on the individuals engaged 
in the conduct thereof. Since these individuals, however, are al- 
ready taxed on their incomes, property and consumption, it is 
improper to tax them once again on their means of acquiring this 
wealth.” 

This argument, however, contains a fundamental flaw. It fails 
to take account of the fact that modern business taxes are levied 
on the operations of business enterprises rather than on the activi- 
ties of businessmen; and it fails to recognize that modern business 
enterprise is, to a large extent, no longer the personal venture of 
the individual producer, inseparable from his personality, but is a 
complex organization or group venture having an organic unity 
and collective personality of its own. It also overlooks the fact 
that modern enterprise is generally a congeries of entrepreneurs, 
lenders of capital, managers, and employees; and that taxes im- 
posed thereon may affect the incomes of all these producers and 
not merely those of the entrepreneurs alone. The argument is 
wrong in its assertion that taxes on business are really taxes on 
businessmen. 

It is essential to a proper understanding of the nature of mod- 
ern taxes on business to distinguish clearly between the business 
enterprise as a producing organization and the businessman as a 
factor of production. It is also necessary to the same end to keep 
clearly in mind the fact that nearly all the production in modern 
society is carried on through the instrumentality of business en- 
terprises which are the basic productive units of the modern 
capitalistic economy, just as the manors or family households 
were the basic productive units of the feudal agricultural econ- 
omy. An individual not attached to a business enterprise has 
very little productive capacity in modern society. His productive 
capacity becomes truly effective only when combined with the 
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productive capacities of other individuals in a business enterprise. 
Finally, it is necessary to remember that the operation of business 
enterprises is impossible without the active co-operation of gov- 
ernment. 

The product of modern economic activity is collective, rather 
than individual, in character. Each individual participating in, 
or employed by, the enterprise receives an income supposedly 
commensurate with his contribution to the common product. 
Modern business enterprise has productive capacity which is im- 
personal in character and must not be confused with the personal 
productive capacities of the individuals participating in its func- 
tioning. This impersonal productive capacity is made up of the 
productive powers contributed thereto by these individuals and 
of a great many other factors—mechanical, governmental, social, 
natural, and fortuitous—which need not be listed here. It is the 
result of the effective combining of men, machines, and materials 
and the collaboration of government and society as a whole. Some 
business enterprises have large-productive powers, others small, 
depending on their size, the quality of their management, the 
nature of facilities furnished to them by government, and other 
circumstances. Taxes on business enterprise are levied very large- 
ly, as will be described below, on these collective and impersonal 
productive powers, though not necessarily in accordance with the 

int thereof; and they must not be confused with taxes levied 
-.tviduals in their separate capacities as owners of property, 
recipients of income, and consumers. 

The levying of taxes on business enterprises as such, separately 
from the taxes levied on property, personal incomes, and con- 
sumption, can be justified on one or the other of the following 
several grounds: (1) the special privileges conferred by the state 
on certain types of enterprises, (2) the special services rendered by 
the state likewise to certain enterprises, (3) the general services 
rendered by the state to all business enterprises, (4) the social 
costs or losses resulting from certain types of business operations, 
(5) the impersonal taxpaying capacity possessed by business 
enterprises, (6) general welfare, (7) social expediency, and, finally, 
(8) the possibility open to the state through taxes to exercise cer- 
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tain necessary social controls over certain types of business opera- 
tion. Most of these grounds lead to different conclusions regard- 
ing the manner in which business enterprises should be taxed. 
Yet, these different grounds and systems of taxation supported by 
them are by no means mutually exclusive. Most of them may be, 
and generally are, readily combined. Let us examine each of these 
theories of business taxation, except the last one—that of social 
control—which involves distinctly separate issues. 


THE PRIVILEGE THEORY OF BUSINESS TAXATION 


From time immemorial business enterprises granted certain 
privileges in the form of special licenses, franchises, or charters 
have been taxed in a special way. The justification for the special 
taxation of such enterprises is not questioned very seriously by 
the average citizen today. It is conceded generally that the re- 
ceipt of special privileges from the state places such enterprises in 
a position of vantage in the market in relation to enterprises not 
receiving such favors and that it enables them, as a result, to earn 
larger profits. It is admitted generally, therefore, that it is fair 
that the state should tax such enterprises in a special way, in 
order to secure for social uses a part of the gains obtained by these 
enterprises with the special collaboration of the state; and that the 
tax should be proportional to the value of the privilege, that is, in 
the final analysis, either to the capitalization or to the earnings of 
the enterprises. It is true that the privileges are granted to the 
enterprises in question because it is believed that public interest 
will be served thereby and not because it is desired to benefit these 
enterprises in a special way. Nevertheless, they are so benefited 
and, hence, are proper objects for special taxation. The most 
notable examples of business taxes justified on grounds of special 
privilege are those imposed on railroads, public utilities, banks, — 
insurance companies, and corporations generally. 


THE COST OF SPECIAL-SERVICE THEORY OF BUSINESS TAXATION 


It has always been regarded proper to charge business enter- 
prises with the costs of any special services furnished them by the 
state if the furnishing of such services to them is not absolutely 
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necessary in the public interest. Thus, business enterprises oper- 
ating dangerous equipment have been charged with the costs of 
inspection thereof; and enterprises requiring, on occasions, special 
protection from the state have been charged with the costs in- 
volved. It has been proposed recently by some students of taxa- 
tion that this system of special charges should be expanded con- 
siderably beyond its customary scope.‘ 


THE GENERAL-BENEFIT THEORY OF BUSINESS TAXATION 
ITS TWO VARIANTS 

The justification for the taxation of business enterprise general- 
ly is not as firmly established as that for the taxation of certain 
specially benefited fields of business activity. It rests mainly on 
the fact that a considerable proportion of the activities of govern- 
ment is concerned with making the operations of business gen- 
erally more safe, easy, and efficient. Business enterprise cannot 
exist without the laws establishing and safeguarding the rights 
of property and contract, the services of courts, police, army and 
navy, public roads, public improvements of harbors and water- 
ways, governmental aid in foreign markets, and a great many 
other governmental facilities. 

Most of the services of government designed to aid business are 
furnished to business enterprises as producing units at the places 
where their activities are carried on and are strictly impersonal in 
character. They are supplied, in other words, to the enterprises as 
collective units, and not to each individual therein separately. 
These services become incorporated in the product of the enter- 

4 See Twentieth Century Fund, Facing the Tax Problem, prepared with the assist- 
ance of Carl Shoup, Mabel Newcomer, and Roy Blough, research directors (New 
York, 1937), p. 406. These writers say: “Business firms in general—and to some 
extent corporations in general as opposed to other forms of business—sometimes 
cause the government special costs and get special benefits that increase net profits. 
In our opinion, they should pay for these costs and benefits. We think that the 
ordinary income tax alone is not adequate, and the capital stock tax even less so. 
We, therefore, recommend that, where business firms cause special costs—for ex- 
ample, in court litigation and in some forms of police protection—an attempt be 
made to assess special charges to cover these costs. The charges should not always 
be strictly on a proportion-to-use basis; to some extent they should include a flat- 
charge element. Otherwise the tax might have such repressive effects that the com- 
munity in general would suffer.” 





TOWARD A THEORY OF BUSINESS TAXATION 627 


prise just as do the services of capital, land, labor, management, 
and the entrepreneur himself and are equally indispensable in the 
creation thereof. They not only provide the essential facilities for 
the operation of business enterprise but also help to improve its 
efficiency and thereby increase the total product available for dis- 
tribution among the individuals participating in the operation of 
the enterprise. Government is just as much an agent of produc- 
tion in every enterprise as are capital, management, labor, and 
the entrepreneur. As Professor Adams expressed it more than 
twenty years ago, “The State and the community stand as silent 
partners in every business enterprise.”> Government—and the so- 
ciety as a whole—create some of the productive powers which 
business enterprise possesses or displays. These positive effects 
of the services of government on the operations of business enter- 
prise materialize wherever government functions in a normal 
fashion, i.e., wherever it serves to advance the social welfare. A 
properly functioning government provides services to the busi- 
ness community the social value of which, taken in the aggregate, 
exceeds the social costs of the aggregate taxes used to finance 


them. It thus provides a “social dividend,” in the benefits of 
which all members of society, taken individually or in groups, 
share to a greater or lesser degree. 

The theory that government is a factor of production is con- 
trary to traditional economics.’ Yet, it is, nonetheless, true. As 
stated by the author elsewhere: 


Traditional economics .... refuses to consider government as a factor 
of production, for it examines productive processes mainly from the entre- 


5 Adams said further: “From political and moral standpoints, the justification 
for this great class of taxes is plain. A large part of the cost of government is trace- 
able to the necessity of maintaining a suitable business environment 
is responsible for much of the work which occupies the courts, the police, the fire 
department, the army, and the navy. New business creates new tasks, entails 
further public expense . . . . in the long run, the more business the greater will be 
certain fundamental costs of government. The industry which does not pay its 
due share of public expense is generally a source of weakness and not a source of 
strength” (Proceedings, N.T.A., 1917, p. 187). 

® Classical economists recognized only three factors of production—capital, 
labor, and land; some modern reinterpreters of classical economics have added two 
additional factors to this list: the entrepreneur and management. 
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preneur’s point of view, and is inclined to recognize as factors of production 
only such agents as cost him money and add exchange value to his goods. 
Since government services are furnished free, they are not considered to be 
adding value to production, and government is not regarded as a productive 
agent in the enterprise. This view, however, is faulty. Government is an 
agent of production, even though its services are furnished free at the time 
they are supplied. These services are valuable economic goods, and if not 
furnished by the government would have had to be provided by the entre- 
preneur himself or purchased by him from some other enterprise. The fact 
that these services are furnished free means merely either that the entre- 
preneur receives larger profits than he would have received had he had to 
pay for those services, or else that the consumers are furnished goods at 
lower prices than they otherwise would have been charged. 

In the final analysis, the services furnished by the government to private 
enterprise must be paid either out of the profits of the entrepreneurs or out 
of the incomes of the consumers. The only fundamental difference between 
the payments received by the various private factors of production and those 
received by the public factor, for their respective contributions to produc- 
tion, lies in the facts that (1) the former receives its payments at the time 
their services are utilized, whereas the latter receives its payment, in the 
main, only after its services have been used and have helped these other 
factors to earn their incomes; and that (2) the payments to the other factors 
are made directly out of the products of the enterprises, whereas those 
made to government are largely made indirectly, through the taxation of 
the income of the consumers and producers earned in the enterprise.’ 


Since the services furnished by government to business enter- 
prises increase their productive and earning powers, it seems ap- 
propriate that the enterprises should make contributions to the 
public treasury for the defrayment of at least a part of the costs of 
these services. In a word, since these services are furnished in each 
case to the enterprise, or to the group of producers comprising it, 
as a unit, rather than to each producer therein separately, it seems 
wise and proper that their costs should be met in part at least 
from the earnings of the enterprise or group likewise as a unit, 
rather than exclusively from the shares in these earnings received 
by individual producers. Therein is found the essence of the the- 
ory of business taxation and the main justification for it. 

Eventually the benefits of the services rendered by the govern- 
ment to the business enterprises as units become diffused among 


7“Government as a Producer,” Annals of the American Academy of Political 
and Social Science, November, 1939, p. 29. 
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the individual participants therein—the entrepreneurs, managers, 
laborers, etc.—and also among the consumers of the products of 
these enterprises, inasmuch as these services result in increased 
earnings to these producers and in better and cheaper products to 
consumers. The collective benefits referred to thus become trans- 
muted eventually into individual benefits. Obviously, the govern- 
ment may tax, and actually does tax, the individuals on their in- 
comes, properties, or consumption for some of these diffused or 
transmuted benefits. However, it is difficult to follow this dif- 
fusion through to its ultimate multifarious individual locations 
and to assess all the costs involved among the citizens on a strictly 
individual basis. It seems more simple and expedient, in part at 
least, to deal with the collective benefit in each case, before it is 
diffused, and to tax the earnings of the enterprise as a whole for 
it.* It should be noted at this point that the governmental serv- 
ices justifying the general taxation of business are those enjoyed 
by all business enterprises; that the services enjoyed only by some 
enterprises justify, at best, the levy of special business taxes, as 
stated above. 

Although the furnishing by the government of services to busi- 
ness justifies general taxation thereof, it does not follow that such 
taxation should be carried to a point where it would abstract 
from business the entire costs of such services. First of all, the 
costs of these services cannot be fully ascertained. For the serv- 
ices themselves cannot readily be distinguished in all cases from 
the services furnished by government to citizens, individually or 
as groups, in their capacities of consumers.’ In the second place, 
even if these costs could be fully determined, it does not follow 
that they should be financed entirely from the taxation of busi- 
” § Jens P. Jensen, Government Finance (New York, 1937), p. 325. See n. 10 

low. 


*R. W. Nelson and Donald Jackson made an attempt at a computation of the 
aggregate costs of the so-called “aids to production,” furnished by federal, state, 
and local governments. They arrived at a conclusion that these costs aggregated 
approximately one-third of the total costs of services rendered by these govern- 
ments. The costs of services productive of final utilities amounted to two-thirds of 
the total. (See their paper on the “Allocation of Benefits from Governmental Ex- 
penditures” in Conference on Research in Income and Wealth [New York: National 
Bureau of Economic Research, 1938], Vol. II.) 
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ness. On the contrary, it seems advisable to continue to finance a 
part of these services, as well as all the other services, from taxes 
levied on personal incomes, property, and consumption."® 

The general-benefit theory of business taxation has two vari- 
ants: the cost-of-service variant and the partnership variant. 
According to the former, the relation of government to business 
is very largely that of an external agent supplying services thereto 
and entitled to payment therefrom for the costs of such services, 
irrespective of whether the business enterprise earns a profit or 
not. Business enterprises should be taxed, in accordance with this 
theory, on the basis of their capital assets, gross earnings, or “‘net- 
value output” (otherwise known as “value added”) at propor- 
tional rates. For it is assumed that all business enterprises par- 
take of the general services of government more or less in propor- 
tion to their size and volume of operations. No account is taken 
of the special services rendered to certain enterprises for which 
special charges may be made by the government. 

According to the second theory, the relation of government to 
business is that of a partner actively participating in the work of 
every enterprise and having a claim on its profits, which it en- 
forces through taxation. But government is a peculiar partner: 
it is interested in the procurement of a share of profits of the busi- 
ness, but only in an incidental way. The primary objective of its 
participation in the activities of business enterprises is to aid the 
producers engaged therein to earn their incomes and to produce 
the goods and services required by society. When business enter- 
prises do not earn profits, government, as a partner, sustains 
losses in the sense that it does not receive any reimbursement for 
the outlays it has made, for the benefit of the enterprises. In ac- 
cordance with the state-partnership theory, business enterprises 
should be taxed on their net incomes, at proportional rates. 

The state-partnership theory of business taxation is not stated 

10 Jensen says (0p. cit., p. 325): “On the cost principle business enterprises may 
be required to pay, in one form or another, something to the public treasury on 
account of the public services they require. It is not imperative that the amount so 
contributed by business should equal exactly the governmental costs attributable 
to business. But both practical and theoretical considerations dictate that a sub- 


stantial part at least of the governmental costs attributable to business be inter- 
cepted at an earlier stage than final income receipt and consumption.” 
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very clearly in the existing literature. Generally it is described 
in a sentence or two and either approved or rejected without 
much discussion. Gerhard Colm associates this theory with the 
transformation of the state from a merely protective and cor- 
rective agent into a positive factor of production.“ Buehler re- 
jects the state-partnership theory with scarcely any discussion. 
He says that this theory “does not reveal the proper limits of busi- 
ness taxation or the proper methods” and that, “‘since all business 
exists under state sanction, it might go so far as to confiscate 
private industry by taxation and establish collective industry.”” 
These criticisms seem to the writer hardly justified. The theory 
does provide a definite rule of apportionment of taxes, as stated 
above, and it certainly is not limitless in its applications. It could 
scarcely justify confiscation or collectivization of business, for any 
such action on the part of the state would establish the latter as 
the sole owner of business and not as a partner therein. 


THE SOCIAL-COST THEORIES OF BUSINESS TAXATION 
During recent years attention has been called by some econ- 
omists to the necessity in evaluating the social worth-whileness of 


** Colm says: “Whereas formerly the state was the guarantor of property, it 
appears now as a partner in production side by side with capital and labor. For ex- 
ample, by building roads, the state provides an important factor of production; it 
promotes business efficiency through industrial education, encouragement of tech- 
nological research, economic and statistical reporting, etc.; in undertaking re- 
covery programs during depression it attempts to reduce cyclical business risks. 
Thus, the state enhances and assures returns from production. Having become to 
a certain extent an agent of production why should it not, like labor and capital, 
share directly in the output? Why should the share of the state pass first through 
the hands of entrepreneurs, capitalists and workers? The partner state, therefore, 
revives the benefit principle of taxation, although on a different basis and with differ- 
ent consequences. At this stage all types of business and cost taxes—from crude 
turnover taxes to the more refined forms of taxation on business capital promotions, 
payrolls, etc.—receive a theoretical justification” (“The Ideal Tax System,” Social 
Research, 1, No. 3 [August, 1934], 328). 

™ See Buehler’s article “Critique of Present Methods of Business Taxation,” in 
How Shall Business Be Taxed? p. 58. William J. Shultz is even more sweeping in his 
condemnation of the partnership theory but is even less specific. He says: ‘The 
idea of partnership between the government and individuals is an analogy, an argu- 
mentative fiction, rather than a sound deductive premise. At most, the State part- 
nership doctrine can be but a supplementary argument buttressing a tax which 
finds its major justification under some other doctrine. By itself, the theory would 
be tenuous support for the imposition of any particular tax” (American Public 
Finance (2d ed.; New York, 1938], p. 244). 
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any particular type of business activity, of considering the so- 
called ‘‘social costs” of that activity, i.e., the damages caused 
thereby in an incidental way to the physical and human resources 
of society.*? Among such damages are listed: deforestation, ero- 
sion, pollution of rivers, blighting of formerly good residential 
districts, overcrowding of urban areas, industrial accidents, occu- 
pational diseases, and technological unemployment. Inasmuch as 
these damages to the physical and human resources of society . 
must be corrected eventually, it is proposed that the funds re- 
quired for their correction be raised by the taxation of the busi- 
ness responsible therefor. However, very little has as yet been 
done toward the development of the fundamentals of this social- 
cost theory of business taxation. 


THE IMPERSONAL-ABILITY THEORY OF BUSINESS TAXATION 


Another justification for the general taxation of business enter- 
prise, as distinct from the taxation of property, personal incomes, 
and consumption, is found in the fact that business enterprise has 
separate taxpaying ability from that possessed by its owners and 
that different enterprises have different taxpaying abilities. This 


conclusion is founded on the proposition already stated, that busi- 
ness enterprises are producing organizations having a personality 
of their own. 

Most students of public finance, however, have refused to ad- 
mit the possession by business enterprise of taxpaying abilities 
separate from those possessed by its owners and to recognize the 
applicability of the principle of “ability to pay” to the field of 
business taxation. Suffice it only to mention that Harold M. 
Groves says: “Ability-to-pay . . . . is mainly a personal idea and 
cannot be very plausibly associated with a distinctly impersonal 
institution like a corporation. If we are seeking to gauge ability- 
to-pay we can do it best by looking to the stockholders rather than 
to the corporation.”** Roy Blough says: “Strictly speaking a cor- 
poration has no taxpaying ability. Ability-to-pay is a character- 

13 See Karl W. Kapp, “Economic Regulation and Economic Planning,” American 
Economic Review, XXIX, No. 4 (December, 1939), 772-73. 

4 How Shall Business Be Taxed? p. 52. 
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istic of the total economic situation of natural persons.’’** Carl 
Shoup asserts: 


The faculty theory is essentially applicable only to individuals. If two 
firms have the same gross receipts, the same amount and structure of capital 
investment and the same net income, there is yet unequal “ability to pay” 
if one is solely owned by a natural person who has a large income from other 
sources and no family burdens, while the other is owned by many compara- 


tively poor people.*® 

The idea that business enterprises possess no taxpaying ability 
distinct from that possessed by their owners does not seem rea- 
sonable. It is founded partly upon the false association of business 
enterprises with the owners thereof, to which allusion has already 
been made, and, partly upon an unduly restricted, wholly indi- 
vidualistic concept of ability to pay established many years ago. 
It has already been noted that modern business, as a rule, is quite 
impersonal in character and that the owners thereof quite gen- 
erally, both individually and as a group, have only certain equities 
therein. Each enterprise has a peculiar ability to earn income 
and, in the light of its various requirements and obligations, to 
pay taxes therefrom. This ability, except in personally conducted 
businesses, is distinct from the personal abilities of the owners to 
pay taxes from their incomes.*? 

The concept of “personal ability to pay” was introduced in the 
days when it was important to establish the strictly individual 
responsibility of citizens to contribute to the support of their gov- 
ernment and to fix their contributions at sums bearing a definite 
relationship to the amount of their individual ownership of 
wealth or receipts of income. It is still important to maintain this 
individual responsibility and to continue to apportion some of the 
taxes in accordance with such personal ability to pay. But it is 
also important to recognize the existence in our society of another 
species of responsibility to contribute to the support of govern- 
ment, and another species of ability to do so, which is possessed 

1S Ibid., p. 80. 

a ‘6 “Business Taxes,” Encyclopaedia of the Social Sciences (New York, 1934), III, 

3- 

*? For a fuller development of this thought see the writer’s article ‘““Taxation and 
Business Enterprise,” Financial Management Series, No. 58. 
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by business enterprises as producing organizations and is imper- 
sonal in character; and to apportion a part of the cost of govern- 
ment among the latter in accordance therewith. The strictly per- 
sonal or individual concept of ability to pay must be supple- 
mented by an impersonal or group concept of it.”® 

At first glance, it would seem as if the best measures of the im- 
personal taxpaying ability of a business enterprise are the amount 
of its net income and the relation thereof to its capital. For these 
two measures, taken together, determine the capacity of the en- 
terprise to take care of the demands of its owners for reasonable 
profits, to provide necessary additions to its capital, and to take 
care of its other less urgent needs, such as those of paying bonuses 
to management and granting wage increases or other improve- 
ments in the conditions of work to labor. They determine accord- 
ingly the extent to which the enterprise may be able to sustain 


8 Adams appreciated the existence of the collective or impersonal ability to pay 
alongside the individual or personal one and deemed it to be a proper object of taxa- 
tion. “Most good business taxes,”’ he said (Proceedings, N.T.A., 1977, pp. 185-094), 
“combine or represent at once both the ability and the benefit principles.” Income 
taxes on business corporations, he said, “‘are not taxes upon the individual, to be 
judged by the sacrifices which they impose upon him, but a prior claim of the State 
upon the private profits which public expenditures or the business environment 
maintained by the State have in part produced . . . . business taxes are not antago- 
nistic to the ability principle; they recognize . . . . a species of ability-to-pay created 
by the activities of the State or by a ‘conjuncture’ afforded by the community. The 
State or the community creates, as it were, the fund from which the tax is taken. 
Moreover, business concerns do possess an organic unity; they are, when compared 
with one another, less able or more able to pay; the ability standard does apply to them 
as corporate or business entilies’’ (italics are the present writer’s). “It is a shallow and 
narrow interpretation of the ability principle,” he said in another place (Quarterly 
Journal of Economics, XXXV, 527-56), “that tests its every application by the effect 
of the tax upon the consumer; which surveys man, the taxpayer, only as one who 
clothes his back and feeds his body. There are many valid varieties of the ability 
principle.” A few years later he reiterated the applicability of both the benefit and 
the ability principles to business taxation, by stating that the existence in this coun- 
try and abroad of corporation income taxes side by side with personal income 
taxes “is not a mere by-product of stoppage-at-source. It is a more or less imperfect 
recognition of the fact that corporations and other business units derive benefits 
and compete with one another as units, in the jurisdiction in which they do business; 
that it is impossible to ascertain the status of every interest in a business unit; that 
the business entity has an individuality and capacity to pay of its own; and that 
because of these facts business entities should in some way and to some extent pay 
taxes as such.” 
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taxation, reducing its capacity to do these various things, without 
being placed in a position of competitive disadvantage as against 
other enterprises. An increase in the net income of an enterprise 
enables the latter to distribute larger amounts of profits to its 
owners and to take care more adequately of its other alternative 
requirements. It seems reasonable to assume that, in so far as the 
owners and managers exercise discretion over the disposition of 
the net income of the enterprise and act rationally in the matter, 
they will satisfy the more important of these alternative needs or 
demands first, and, as the income increases, will take care of the 
less important ones among them next; and that, if the income of 
the enterprise is reduced by taxation or otherwise, they will dis- 
pense with the less important allocations of the income before 
dispensing with the more important ones. As between two enter- 
prises of equal size, the one earning a larger amount of income in 
relation to its capital, all other conditions being the same, will 
have more than proportionately greater ability to pay taxes, since 
its income will be used in part for less essential purposes. On the 
other hand, as between two enterprises of equal profitability, but 
different size, all other conditions being the same, the larger one 
will have merely a proportionately greater ability to pay taxes, 
since its net income will have to take care of demands of owners 
for profits and other requirements, which will be proportionately 
greater but neither more nor less intense. These observations 
would seem to justify not merely proportional taxation of business 
enterprises on their net incomes but also the progressive taxation 
of them on their so-called “excess profits.” 

A further examination of this twofold measure of taxpaying 
ability of business enterprises, however, reveals the existence 
therein of certain flaws which weaken considerably the case for the 
progressive taxation of business on the basis of rates of profit. 
First of all, it becomes apparent that higher rates of profit are 
indicative of greater ability to pay only as between enterprises 
operating under identical conditions as regards risks and the fa- 
cility of obtaining capital. They are not indicative of greater abil- 
ity to pay as between enterprises operating under different condi- 
tions in that respect. The higher profits represent, in this case, 
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merely legitimate offsets against certain handicaps from which 
the enterprises in question suffer. Enterprises which are subject 
to great risks must be able, in order to survive, to earn higher 
rates of profits (when they earn profits) than enterprises which 
are not exposed to great risks. Similarly, enterprises dependent 
mainly on their own profits for the supply of their capital, i.e., 
usually the smaller and newer enterprises, must be able, in order 
to grow and prosper, to earn higher rates of profit than enterprises 
able to procure their capital in the money market. To tax the 
profits of such smaller and newer enterprises at higher rates than 
those of the larger and more firmly established concerns is unfair. 
This unfair discrimination against the more risky enterprises and 
the smaller and newer undertakings could be prevented if it were 
possible to classify enterprises in accordance with their relative 
risks and facility of raising capital and to establish a different 
rate of progression of the tax for each class. Unfortunately, it is 
quite impossible to do this. 

In the second place, such progressive taxation of business in 
accordance with rates of profit is difficult of administration. It 
requires a computation of the assets of the enterprises as a basis 
for the determination of their rates of profit. Such computations 
can seldom be carried out accurately. Inevitably they result (1) 
in the overvaluation of assets and, hence, underestimation of the 
rates of profit and undertaxation of some enterprises and (2) in 
the undervaluation of assets and, hence, overestimation of the 
rates of profit and overtaxation of others. Under the circum- 
stances, such progressive taxation of business enterprise, if at- 
tempted on a fairly comprehensive scale, would inevitably pro- 
duce inequitable results. It should be used, if at all, therefore, 
only on a very limited scale and with utmost circumspection. 

Another suggested measure of the taxpaying ability of business 
is the combination of the net income and size of the enterprise, as 
measured by its capital assets. Taxpaying ability of business en- 
terprise according to this theory increases proportionately with 
the size of the income but progressively with the size of the enter- 
prise. Business enterprises should be taxed according to this doc- 
trine on their net income at rates graduated in accordance with 
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the size of their capital assets. This contention rests on the fact 
that large enterprises possess the advantages of a more stable 
revenue, greater permanence of existence, and greater facility to 
raise capital. The larger enterprise is said to be able, therefore, to 
pay from its income a larger proportion in taxes than a small one 
without suffering a corresponding reduction in its capacity to take 
care of its various requirements and especially to attend to the 
legitimate demands made upon it by its various participating 
groups for additional distributions of income to them.’® It should 
be noted, however, that these and other advantages of size dimin- 
ish after a certain point and that this point varies from industry 
to industry. It is difficult, under the circumstances, to develop a 
scale of graduation based on the size of assets which would be 
equally applicable to all industries and conditions. It should also 
be noted that the operation of this plan of graduation of rates 
requires a computation of the assets of the enterprises, which, as 


9 This contention was advanced by the federal administration in 1935 and de- 
veloped by Mr. Robert H. Jackson, then assistant general counsel to the Treasury, 
before the Senate Finance Committee, in the following terms: ‘“The ability to pay 
is, in our view, based in large part upon advantages which larger corporations have 
over smaller ones, so that increased levies upon the former would not only be based 
upon benefits received. While it is probably debatable, whether size has not often 
exceeded the requirements of efficient operation, and whether in fact it has not 
sometimes been accomplished at the expense of efficiency, there can be little 
doubt that the greater stability, on the whole, of large corporations is attributable 
to their many advantages over their smaller competitors; and these advantages are 
reasons why size provides a useful measure of ability to contribute to the cost of 
government. Some of the more obvious advantages are—({1) As buyers of com- 
modities and services, the large volume of their purchases gives the larger corpora- 
tions a bargaining power that often results in price concessions which smaller con- 
cerns do not share. (2) Through widely distributed branch plants and warehouses 
they are able to effect important savings in transportation costs and to sell in a 
Nation-wide market. (3) Their large resources enable them to buy up important 
patents, often to pool these patents with those obtained by other large enterprises, 
and to carry on research programs, the fruits of which, while of public as well as 
private benefit, accentuate their competitive advantages over their smaller rivals. 
(4) In many cases large concerns have become of such dominating size that they are 
able to control the markets for their products, enabling them to maintain prices 
that protect their profit margins. (5) Large corporations possess distinct advan- 
tages over their smaller competitors in the facility and cost of financing, for they 
are able to tap the large reservoirs of capital that are made available through the 
organized financial markets” (U.S. Senate, Committee on Finance, Hearings on the 
Revenue Act of 1935, August 6 and 7, 1935, p. 217). 
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already pointed out, is difficult of accomplishment. Under the cir- 
cumstances the plan of progressive taxation of business enterprise 
in accordance with size seems scarcely capable of equitable and 
effective application. 

One more plan of measurement of taxpaying ability of business 
enterprise and taxation of business in accordance therewith has 
been suggested. This is the plan conceiving ability to be related 
to the amount of the income of the business and to be increasing 
progressively therewith and calling, therefore, for the taxation of 
enterprises at rates graduated in accordance with the amount of 
income. Inasmuch as variations in the amounts of income of dif- 
ferent enterprises are due either to the differences in the sizes of 
the enterprises or to differences in the degree of their profitability, 
this plan of graduation is supposed, indirectly, to reflect either or 
both of these two factors. Its main advantage lies in the fact that 
it does not require any computations of the assets and rates of 
profit of different enterprises. This plan is open to the objections, 
however, that it does not distinguish between those differences in 
the amounts of income which are due to differences in the size of 
the enterprises and those differences in the amounts of income 
which are due to differences in the profitability of the enterprises, 
but applies the same rate of progression to both differences. In 
reality, these two factors—size of enterprise and profitability— 
are not of equal importance. Differences in size do not justify as 
steep a graduation in the rates of taxation as do differences in 
profitability.”° 

It is evident, therefore, that the application of graduated rates 
to the taxation of business enterprise, on the theory of “imper- 
sonal ability to pay,” is surrounded with considerable practical 
difficulties. As a practical compromise, much can be said in favor 
of taxing business on the net-income basis at proportional rates, 
even from the point of view of adjustment of tax burdens on busi- 
nesses to their relative impersonal ability to pay. For this system 
of taxation of business accords with the latter theory, at least to 


2° This system of graduation was recommended in 1935 by the federal adminis- 
tration for introduction into the federal corporation-income tax; but Congress 
adopted it in only a very mild form, namely, by providing for the taxation of cor- 
porate incomes below a certain amount at relatively low rates and for the taxation 
of all incomes above that sum at the same proportional rate. 
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the extent that it provides for the exemption from taxation of 
businesses which do not earn profit and for the taxation of those 
earning it, proportionately to the amount thereof; and it is rela- 
tively simple of administration. 

Incidentally, in referring to the taxation of business in accord- 
ance with its impersonal ability to pay, care must be taken always 
to qualify the term in the way indicated so as not to cause any 
confusion in the minds of the people of this particular theory of 
business taxation with the principle of taxation of individuals 
according to ability to pay. 

THE GENERAL-WELFARE THEORY OF BUSINESS TAXATION 

General taxation of business may also be justified on the 
grounds of the general welfare functions of government. It may 
be regarded as a device for the apportionment among the citizens 
generally—the producers and the consumers alike—of the costs of 
the general services of government, inasmuch as business, taken 
as a whole, reaches through its pricing system the spendable 
incomes of all citizens, and it may be specifically designed to func- 
tion in that way. The conception of general business taxes 


founded upon this theory does not differ very much from that 
justifying consumption taxes. In fact, under this theory the line 
of demarcation between business taxes and consumption taxes 
becomes very delicate. The general-welfare theory of business 
taxation justifies the levy of general manufacturers, wholesalers, 
and retail sales taxes, general turnover taxes, and even the so- 
called tax on “value added.” 


THE SOCIAL-EXPEDIENCY THEORY OF BUSINESS TAXATION 


Finally, the general taxation of business may be justified on the 
grounds of social expediency. This may include a variety of con- 
siderations—some fiscal, others political; still others economic in 
nature. First of all, the social expediency approach embodies the 
very practical consideration that business taxes are extremely 
productive of revenue and, with one or two exceptions, are rela- 
tively easily administered.* Secondly, it embodies the equally 


* Alfred Buehler justifies business taxes mainly on the grounds of social ex- 
pediency but defines the latter in very narrow terms of fiscal productivity. He 
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potent political consideration that at least some of these taxes as a 
rule are opposed much less vigorously by citizens than almost any 
other taxes capable of producing an equal amount of revenue. 
Businessmen do not resist the introduction of general sales or 
turnover taxes very vigorously, because they generally harbor a 
hope that they may be able to shift the burdens of these taxes to 
consumers. The consumers do not oppose the imposition of busi- 
ness taxes very strongly because they are seldom cognizant of the 
fact that they will have to pay them or, if they are cognizant of it, 
seldom are aware of the full extent of the burdens which they will 
have to bear thereunder. Thirdly, the social-expediency justifica- 
tion of general business taxes has reference to the fact that these 
taxes are closely adjusted to the structure and operations of our 
economic system and, as a rule, do not attempt to change the flow 
of business activity and the existing distribution of wealth and 
income. The social-expediency theory of business taxation does 
not concern itself with questions of distributive justice. It as- 
sumes that business taxes are just. It does not involve the ad- 
vocacy of any particular basis for the levy of business taxes under 
all conditions. Rather, it lends support to different bases at dif- 
ferent times. It is an opportunistic theory, throughout. 


THE SOCIAL-CONTROL THEORY OF BUSINESS TAXATION 


The social-control theory of business taxation justifies the levy- 
ing of a great variety of business taxes, such as customs duties, 
taxes on chain stores, processing taxes, and war-profits taxes. It 
involves in each case very specific issues into which we cannot 
enter here, such as the familiar issues of protection of domestic 
manufactures, protection of independent retailers, control of agri- 
cultural prices, and prevention of profiteering in times of war.” 


says: “Business taxes may be defended from various angles but they are imposed 
chiefly because they yield large and easily obtained revenues. The ability, benefits, 
cost of service, and productivity [state partnership] theories are all inadequate in 
furnishing an explanation of actual business taxation. Expediency is the practical 
policy which is generally followed” (Public Finance [2d ed.; New York, 1940], 
p. 614). 

* For a review of taxes levied on business for social control purposes, see Twenti- 
eth Century Fund, Facing the Tax Problem, chaps. ix-xii, inc. 
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The various theories of business taxation which we have dis- 
cussed so far and the scope and nature of taxes justified by them 
are recapitulated in Table 1. 


TABLE 1 








Theory of Scope of Business Basis of Imposition 
Business Taxation Tenstion Destified Justified by the Th 
by the Theory os 





. Privilege Restricted Capital assets or net income at pro- 

portional rates 

. Cost of special service. .}| Restricted Cost of specific service or flat charge 

. Social costs of business.| Restricted Varying with type and extent of the 

mas costs 

. Cost of general service 
rendered to business. ..| General Capital assets, gross earnings, or 

“value added” at proportional 

rates 

5. State partnership General Net income (at proportional rates) 
. Impersonal ability Restricted Net income, either at proportional 

rates or at rates graduated ac- 

cording to rate of profit 

. General welfare General Manufacturers’, wholesalers’, or re- 

tailers’ sales; general turnover or 

“value added”—at proportional 

rates 

’. Social expediency General Almost any of the foregoing bases 

depending on conditions of time 

. Social control Mostly restricted] Varying with type of control to be 

exercised 











THE NATURE OF THE FEDERAL CORPORATION-INCOME TAX 


Having reviewed the principles which underlie and justify the 
taxation of business enterprise as such, let us examine the existing 
federal taxes on business enterprise and see to what extent, if at 
all, they conform with these principles. These taxes are com- 
prised of the federal corporation-income tax, the capital-stock and 
excess-profits taxes, and the employers’ pay-roll taxes. The most 
important one among them in its social and economic implications 
is the federal corporation-income tax. It will, therefore, be given 
special attention in this discussion. 

At the very outset it is necessary to note that the federal cor- 
poration tax has assumed the character of a business tax pure and 
simple only very recently. For more than twenty years, since it 
was reconstituted, in 1913, as a part of the income tax, the tax 
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functioned, in part, as a device for the collection of a portion of 
the personal income tax from stockholders at the source, inas- 
much as under the provisions of the personal-income tax during 
that period an exemption was allowed from the normal rate there- 
of for the receipt of dividends. Only with the repeal of this ex- 
emption, in 1936, did the tax assume truly and completely the 
character of a business tax. The elimination of this provision was 
most fortunate, for it had, long since its introduction, ceased to 
operate as a perfect stoppage-at-source collection device and only 
contributed to the confusion of public thought regarding the true 
nature of the tax. It is to be hoped that this separation of the 
corporate-income tax from the personal-income tax will prove 
permanent in nature. If, as in the case of the so-called “undis- 
tributed incomes,” it becomes necessary to collect some of the 
personal-income tax from stockholders at the source, this should 
be done preferably without involving the corporation-income 
tax.” 
THEORETICAL JUSTIFICATION FOR THE LEVY OF THE 
FEDERAL CORPORATION-INCOME TAX 

Of the several theories of business taxation reviewed above, 
only the privilege, state-partnership, impersonal-ability -to-pay, 
and social-expediency theories seem to have some application to 
the levy of the federal corporation-income tax. The applicability 
thereto of the privilege theory does not seem to require much 
elaboration. When the corporation tax was first introduced in 
1909, it was known as an excise or franchise tax and was justified 
on the ground that the operation as a corporation is a special 
privilege.*4 This justification of the tax found its expression in the 

23 The Committee of the National Tax Association on Federal Taxation of Cor- 
porations said upon this subject recently: ‘In our judgment substantial advantage 
may be gained if a distinct line of demarcation were drawn between (1) whatever 
tax may be imposed on corporate net income as a device for collecting at the source 
a portion of the personal income tax due from its shareholders and (2) whatever 
tax may be imposed on corporate net income as a part of a comprehensive business 
tax” ( Proceedings, N.T.A., October, 1939). 

24 Said the Supreme Court in a decision sustaining the constitutionality of the 
tax, Justice Day delivering the opinion: “The Corporation Tax, as imposed by 


Congress in the Tariff Act of 1909, is not a direct tax but an excise . . . . it is an ex- 
cise on the privilege of doing business in a corporate capacity and as such is within 
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writings of some students of taxation long after the tax was re- 
organized in 1913 as a part of the income tax. Thus Judge Green 
in his book on taxation justifies the levy of the federal corpora- 
tion-income tax entirely on the ground of the special privilege 
enjoyed by the corporations. “That corporations ought to pay 
something for this advantage,” he says, “is a reasonable and gen- 
erally accepted view.’’*S Judge Green somewhat overstates the 
general acceptance of this view. Curiously enough, most of the 
writers, while justifying state corporation taxes on the ground of 
special privileges conferred on the corporations by the states, 
make no reference to the possible justification of the federal cor- 
poration-income tax on the ground of similar privileges indirectly 
conferred on corporations by the federal authority. Yet, it should 
be obvious that the main value of the corporate charter is in inter- 
state commerce, since it enables the corporation to act on a na- 
tion-wide scale as a legal personality having divisible share capi- 
tal, permanent existence, and limited liability. This privilege 
may be of little value to a small undertaking, but it is extremely 
valuable to a large enterprise. Without the corporate charter few, 
if any, large enterprises would have developed. The value of the 
corporate-charter privilege may be measured either by the size of 
the corporation’s income or by the size of its assets. The relative 
merits of these two measures is a subject of debate.” 

It would seem, therefore, that the levy of the federal corpora- 
tion-income tax may be justified in part on the theory of the pos- 
the power of Congress to impose . . . . it is a tax upon the doing of business with the 
advantages which inhere in the peculiarities of corporate or joint stock owner- 
ship” (Flint v. Stone Tracy Co., 220 U.S. 107). 


*sW. B. Green, The Theory and Practice of Taxation (2d ed.; Chicago, 1938), 
p. 104. 

© Seligman, in his Essays in Taxation, years ago took the position that “the 
value of the [corporate] franchise from the economic point of view consists in the 
earning capacity of the corporation” and should be measured by its net income 
(8th ed., pp. 237 and 245). On the other hand, the National Industrial Conference 
Board in its report on State and Local Taxation of Business Corporations (“National 
Industrial Conference Board Studies,” No. 164 [1931], p. 29) took the position that 
net income is not as good a measure of the value of corporate franchise as is the 
capitalization of the corporation “‘since the advantages of incorporation are inherent 
in the corporate form of organization without regard to whether or not business is 
done at a profit under such form of organization.” 
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session by the corporation of a special privilege?” The tax levied 
on this principle, however, should never be allowed to become so 
high as to wipe out the advantage which a business undertaking 
generally may derive from the possession of a corporate charter, 
thus prompting many undertakings to desist from incorporating. 
The effects of any such development on business activity would be 
most unfortunate. 

The state-partnership theory affords a justification for the levy 
of the federal corporation-income tax in so far as the tax contains 
the elements of a general business tax. The same theory would 
afford a justification for the levy of a tax, on a net-income basis, 
on unincorporated businesses as well. However, there are very 
serious practical difficulties in the way of the application of this 
theory to unincorporated businesses. This difficulty lies in the 
imperfect character of the accounts maintained by unincorporated 
businesses, which stand in the way of an accurate determination 
of their net income. 

The theory of impersonal taxpaying ability of business has only 
very partial and imperfect application to the levy of the federal 
corporation-income tax. That the levies under the tax bear only a 
very rough approximation to the taxpaying abilities of different 
enterprises is quite apparent from the previous discussion. In ex- 
empting enterprises earning no net income, the tax accords with 
the principle of ability to pay. In taxing all net incomes at the 
same rate, however, irrespective of the returns afforded thereby 
on the capital, the tax fails fully to comply with this principle. 

The cost-of-service theory of business taxation, reviewed above, 
is clearly inapplicable to the levy of the federal corporation-in- 
come tax. There is obviously no close correlation between the 
amount and cost of the general services rendered by the federal 
government to different enterprises, on one hand, and the amount 
of net income earned by these enterprises, on the other. For the 
profits vary from enterprise to enterprise and from one period to 


27 It is interesting to note that the Committee of the National Tax Association on 
Federal Taxation of Corporations concedes in its recent report that “the present 
federal income tax on corporations might, in view of some of its formal characteris- 
tics, be classified as a corporate privilege tax,’”’ but, on the whole, finds it “preferable 
to discuss it as a variety of comprehensive business tax” (Proceedings, N.T.A., 
October, 1939, p. 567). 





TOWARD A THEORY OF BUSINESS TAXATION 645 


another in the same enterprise—in the main, in accordance with 
other circumstances than the amounts of federal services rendered 
thereto. The amounts of the federal tax payable by different busi- 
ness enterprises, on the basis of their net incomes, bear very little 
relation, therefore, to the amounts and costs of the federal serv- 
ices rendered to them. Thousands of corporations receiving the 
services of the government are exempted from the payment of the 
tax because, for some reason or other, they have not earned a 
profit. 


DEFENSE OF THE FEDERAL CORPORATION-INCOME TAX 


Some people advocate the abolition of the federal corporation- 
income tax on the ground that (1) the compliance with its require- 
ments require much labor and expense on the part of the tax- 
payers; (2) the tax discriminates against the most efficient enter- 
prises; and (3) it provides a very unstable revenue. The first argu- 
ment is correct, but it fails to take into account the fact that the 
complexities of the tax are due to a laudable endeavor to make it 
as equitable as possible and also to the complexity of business 
itself. The second argument is specious. The term “discrimina- 
tion” implies unfairness. There is no unfairness, however, in the 
limitation of the tax to corporations earning a profit. Quite on the 
contrary, this limitation facilitates the operation of business en- 
terprises, as it assures the corporations of a reduction on their tax 
liabilities at a time when they need such a reduction most. The 
third argument is true, but the weakness referred to therein is 
common to all taxes levied on the principle of ability to pay and 
is compensated by the other economic, political, and ethical merits 
of such taxes. On the whole, the federal corporation-income tax is 
just, its administration is improving, business enterprise has ad- 
justed itself thereto, and the tax is fiscally productive. It would 
be a fatal error to abandon it or to curtail its efficiency. 

The federal capital-stock and excess-profits taxes must be re- 
garded as supplements to the federal corporation-income tax, in- 
tended to give a somewhat fuller expression to the theory of 
taxation of business enterprise in accordance with ability to pay 
than can be achieved thereunder. As at present constituted, how- 
ever, these two taxes scarcely achieve this objective. They should 
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give way eventually to a truly effective system of excess-profits 
taxation. 

The federal pay-roll taxes on employers are business taxes in a 
very restricted sense. They can be justified partly on the theory 
of social costs. Since they are devoted to the financing of a special 
type of expenditure and are unique in many ways, they will not be 
discussed here. 


THE NEED FOR THE LEVY OF A GENERAL FEDERAL 
BUSINESS TAX 

It was stated at the beginning of this discussion that all busi- 
ness establishments, whether corporate or unincorporated, should 
be taxed by the federal government on the ground of the valuable 
character of the services rendered by the government thereto, and 
more or less in proportion to the amount and value of such serv- 
ices, in addition to being taxed on other bases. It remains now to 
consider what type of business tax can be so universal in character 
and can apportion some of the costs of government among busi- 
ness enterprises in this manner. 

It would seem that the fairest measure of the relative amount 
and value of governmental services absorbed by different business 
enterprises for purposes of such general business taxation is the 
relative volume of the business activity of the enterprises. For the 
volume of such activity measures the extent to which any business 
enterprise utilizes the market maintained by society. The amount 
of capital or property possessed by an enterprise is, at best, only a 
very inexact measure of the latter. This thought was expressed 
most clearly by Adams in 1917, when he pleaded for the imposi- 
tion of a general business tax in the following terms:** 

Business taxes are imposed because it costs money to maintain a market 
and those costs should in some way be distributed over all the beneficiaries 
of that market. Looking at the same question from another viewpoint, a 
market is a valuable asset to the social group which maintains it and the 
community ought to charge for the use of community assets. As a matter of 
pure business logic the government might well measure the tax by gross busi- 
ness, saying in effect to the business man: “You have come amongst us and 
have exploited our market; you have trafficked as much as your competitor; 


%8 Quarterly Journal of Economics, XXXV, 551-52. 
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whether you have used your opportunity as well as he is not our concern. It 
is the gross volume of your trade which both represents your opportunity 
and causes our expense. Upon that you must pay.” 

There are two possible bases for measuring the volume of ac- 
tivity of business concerns for purposes of taxation: one is some 
form of gross receipts; the other is the so-called “value added.” 
Among several possible forms of gross receipts we shall consider 
here only the gross receipts from sales which exclude income from 
investment and miscellaneous other sources. 


THE SHORTCOMINGS OF A TAX ON GROSS RECEIPTS 
FROM SALES 

The great weakness of the gross receipts from sales as a measure 
of the relative activities of a business enterprise generally lies in 
the fact that they include the costs of the materials and services 
acquired from other enterprises and that the proportion of these 
costs, in the receipts, varies from industry to industry. The gross 
receipts from sales are obviously not a fair measure of the volume 
of the business activity of concerns operating in dissimilar fields of 
endeavor, such as manufacturing, where gross receipts from sales 
represent mainly the value of the labors contributed by the enter- 
prises themselves, and wholesaling, where they represent mainly 
the costs of the goods produced by other enterprises. A tax im- 
posed on gross sales is pyramided, as the goods pass from one 
enterprise to another from the raw to a finished state. A tax of 
this sort operates especially unfairly between integrated con- 
cerns, which produce goods from the raw to a finished state them- 
selves, and unintegrated business establishments, which attend to 
only one stage of production. Whereas the first enterprises pay 
only one tax, the others pay several. The costs of production in 
the case of the concerns that are not integrated are increased, and 
their competitive position in the market is weakened by this 
pyramiding of the taxes. 

Inequalities in tax burdens under a tax on gross receipts from 
sales by business establishments operating in different fields of 
business activity can be prevented only by classifying business 
activities and applying the tax at different rates to the establish- 
ments in each class. Such a differentiation in rates, however, 
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makes the administration of the tax exceedingly complex. Inas- 
much as business establishments frequently are engaged in more 
than one line of business, classification generally is very difficult of 
application.”? The inequities in the operation of the gross-receipts 
tax as between integrated and nonintegrated business enterprises 
can be avoided only by a resort to an exceedingly complex pro- 
cedure under which the operation of the integrated establishment 
is divided into successive stages and the value of the product is 
taxed as it passes from one stage of production to another, just as 
if it was produced by an independent establishment in each case. 
In a word, equity in the application of a general business tax on 
the basis of gross receipts from sales can be secured only with the 
aid of very laborious and expensive administrative processes. 


THE MERITS OF A TAX ON THE VALUE ADDED 


A far more accurate measure of the volume of activity of busi- 
ness enterprises, and hence also a fairer basis for the universal 
taxation thereof, is the so-called “value added,” otherwise known 
also as “‘net-value product.”’ It can be described as the gross sales 
of a concern less the costs of materials and services procured from 
other enterprises for use in production. It represents the net value 


of the labors of the establishment itself without any admixtures of 
the labors of other establishments and includes, in the main, the 
costs of labor, management, and capital employed by the enter- 
prise and the returns due to the entrepreneur as a reward for his 
contribution to production. A tax based on the value added is 
relatively free from pyramiding. Under it each business enterprise 
is taxed on its actual production, that is, in the final analysis, on 
the relative use made by it of the market and other facilities 
maintained by organized society. 

Under a tax on value added, at least a part of the cost of the 
services rendered by government to business would be treated by 
the enterprise as a cost of production and would eventually be- 
come incorporated in the price of its goods. Government would be 

2* Said Adams upon this subject: “I have had some experience with a highly 
classified business tax. I have no hesitation in stating that the legislative task of 
differentiating the rates, together with the subsequent administrative task of locat- 


ing each industry in its proper place, raises more and more difficult problems than 
are raised by the net income tax” (Proceedings, N.T.A., 1917, Pp. 190). 
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treated as an agent of production in private enterprise, just as the 
entrepreneur, the lender of capital, management, and labor. It 
would share in the earnings of the enterprise together with the 
other agents of production, in proportion to its contribution there- 
to and, moreover, would share in them at the same time as they do. 

The administration of a tax on value added would be relatively 
simple. The tax can be applied even to the smallest business con- 
cerns whose accounting may be quite imperfect. For every busi- 
ness, however small, has some record of its sales and the invoices 
or bills of its purchases. The tax would be susceptible of success- 
ful operation especially in the case of the manufacturing, whole- 
saling, retailing, transportation, and mining businesses. It would 
not operate as well in the case of agriculture and professions, 
where the value added consists mainly of the rewards of the entre- 
preneurs for their own labors and of the interest payments on their 
mortgages or other debts. It may be necessary to exclude these 
fields of occupation from the operation of the tax. 

A tax on value added could be made exceedingly productive. If 
levied at the rate of 1 per cent, it would produce an annual 
revenue of more than $500,000,000, or almost one-half of the 
amount produced by the federal corporation-income tax and per- 
sonal-income tax, respectively, at the present time. The value 
added amounts to about two-fifths that of the value of the sales 
in the case of manufacturing, one-fifth the value of the sales in the 
case of wholesaling, and one-fourth of the value of the sales in the 
case of retailing. In manufacturing and wholesaling, the value 
added is, on the average, from two and a quarter to two and a 
half times as great as the amount of the pay rolls;%° in retailing, it 
is closer to being just two times as great. Accordingly, in the case 
of the aforementioned three fields of business, a per cent tax on 
value added would be equivalent, in its fiscal productivity, to the 
rates of sales and pay-roll taxes given in Table 2. 


3° The relationships given herein for manufacturing are based on the figures 
of the United States Census of Manufacturing; those for wholesale and retail dis- 
tribution, on the surveys of Dun and Bradstreet’s published in Dun’s Review, July 
and August, 1939. These figures are not altogether comparable, inasmuch as the 
Census Bureau does not include in “value added by manufacture,” the costs of 
supplies, obsolescence and depreciation, whereas Dun and Bradstreet in their 
figures of value added for wholesaling and retailing include these items. 
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A tax on value added would possess the added advantage of a 
comparatively stable revenue. Its yield would reflect changes 
in the total volume of business activity in exact proportion 
thereto. It would neither rise more rapidly during periods of pros- 
perity nor decline more sharply during periods of depression than 
the volume of business activity. In a word, its yield would not be 
subject to any such extreme and highly disturbing fluctuations as 
that of the federal corporation net-income tax. 


TABLE 2 








Rates or Tax on Pay Rott 
AND Gross RECEIPTS FROM 
Sates EQUIVALENT IN Pro- 
DUCTIVITY TOA 1 Per CENT 


" : Tax on VALUE ADDED 
Freip or Business 





Percentage of 
Gross Receipts 
from Sales 


Percentage of 
Pay Roll 





Manufacturing. . . ©.40 
Wholesaling....... .20 
Retailing. ....... 0.25 











Finally, a tax on value added could be used very effectively for 
the purpose of an apportionment, among the citizens generally, of 
the costs of some of the general services of government—such as a 
part of the costs of national defense—in accordance with the 
amounts of income expended by the citizens. A national defense 
tax of 4 per cent on value added would produce a revenue of 
$2,000,000,000 on the basis of present volume of business activity 
and more on the basis of a larger volume of business activity 
which the defense expenditures may be expected to generate. 


HISTORY OF THE PROPOSED TAX 


The first person in this country to suggest a tax on value 
added, apparently, was Thomas Adams. His suggestion was con- 
tained in the article already mentioned, published in 1922." In 


3! The suggestion was expressed in somewhat awkward terms. Instead of pro- 
posing to deduct from the gross sales the costs of the materials and services, Adams 
suggested that the taxes paid on such goods and services be deducted from the tax 
due on the final product. Adams said: “In the case of producers and sellers of ‘goods, 
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1929 J. F. Zoller, tax attorney, for the General Electric Com- 
pany, made a similar proposal before the National Tax Associa- 
tion, calling the tax, however, a “production tax” and proposing 
its substitution for the corporation net-income taxes.” The 
Ways and Means Committee of the United States Congress in 
the course of its hearings on the revenue bill of 1932 gave some 
consideration to a value-added tax as an alternative to a proposed 
manufacturers’ sales tax. The Brookings Institution, in a report 
on the tax system of Alabama, published in 1932, recommended 
such a tax for use in that state in preference to either a business 
net-income tax or a gross-sales tax.33 In 1935 Gerhard Colm sug- 
gested the possibility of using a tax on value added in place of 
pay-roll taxes, in the financing of unemployment compensation,** 
and more recently he recommended the use, by the states, of 
taxes on value added.** Roscoe Arant, in an article published in 


wares and merchandise’ further simplicity could be achieved, if desired, by giving 
the tax [proposed tax on ‘approximate net income’ or ‘gross income’] the form of a 
sales tax with a credit or refund for taxes paid by the producer or dealer (as purchas- 
er) on goods for sale. It will be noted that the proposed tax on ‘approximate net 
income’ avoids the strongest arguments against the turnover or sales tax, namely, 
that it would be pyramided, create a grossly unfair competition between synthesized 
and single-process industries, and exempt those occupations or transactions such 
as banking, advertising, professional service and the like in which the profit or 
gain does not arise from a ‘sale.’ The worst features of the turnover tax arise from 
its application to ‘cost of sales,’ which would of course be subtracted or eliminated 
under the proposal here made” (Quarterly Journal of Economics, November, 1920, 
P- 553)- 

» Proceedings, N.T.A., 1929, Pp. 105. 

33 The Brookings Institution, Washington, D.C., Institute for Government Re- 
search, Report on a Survey of the Organization and Administration of the State and 
County Governments of Alabama. Part III, “Taxation” (Montgomery, Ala. 1932), 
P- 339. 

34 Colm pointed out that the value-added tax is preferable to a pay-roll tax in 
that it cannot be avoided by an entrepreneur through the substitution of machinery 
for labor (Social Research, May, 1935, p. 161). 

3s Colm said: “Besides these corporation taxes it seems to me that from the point 
of view of fiscal expediency as well as justice of tax distribution a general business 
tax has its proper place in a modern tax system. If we consider the government as a 
partner in production, business should pay its share in defraying government costs 
just as it pays for labor, capital and management. Here I cannot repeat in detail 
why a tax based on the ‘value added by manufacture’ i.e., the sum of wages and 
interest and profits, appears to be the most equitable form of business taxation. 
Only for agriculture and possibly also for a few branches of distribution and services 
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1937, proposed the substitution of a tax on value added for most 
of the existing business taxes.*° The author himself recommended 
on several occasions recently the use of such a tax by the federal 
authority.’’7 Finally, the Committee of the National Tax Associa- 
tion on Federal Taxation of Corporations recently recommended 
the imposition of such a federal tax.** Such, in the main, is the 


must another tax basis be elaborated as a substitute. Such business taxes should 
become more and more the backbone of state taxation, while local communities 
should maintain the real estate taxes besides a number of other taxes of minor 
importance” (“The Basis of Federal Fiscal Policy,” Taxes, June, 1939). 

36 “The net value product tax,” said Roscoe Arant, “is not only a business tax 
pure, but it is a tax that, in theory, reaches every portion of the social income at 
the point of production, and is paid by each individual concern in proportion to its 
contribution to the social net product Since business enterprise is the source 
of all social income, and taxes are the proportion of that income which is set aside 
for public spending, business is the logical point to which the state should go for its 

Both history and theory disclose the operation of forces tending to the 
equalization of the general tax burden. These forces appear to be focused on the 
net product of industry, considered in its broadest aspects” (“The Place of Business 
Taxation in the Revenue System of the States,” Tax Magazine, XV, No. 4 [April, 
1937], 199). 

37 Studenski, “Taxation and Business Enterprise,”’ Financial Management Series, 
No. 58; also his testimony before the United States 76th Congress, Committee on 
Ways and Means, Hearings on Social Security, 11, 962. A rather imperfect form of a 
value-added tax was incorporated by Mr. Arthur L. Johnson in his revised old age 
pension bill in 1939 (see same Hearings, III, 1954-56, 2309, 2465). 

3§ The Committee said: “A general business tax can be based on two different 
interpretations of the relationship between the state and business. Under one 
interpretation, the state is regarded as a partner in production who has a natural 
claim to participate in all profits made by successful enterprises. . . . . Such a tax 
will be paid only by the successful enterprise; the unsuccessful will pay nothing. 

“Another interpretation regards the state as an ‘agent in production’... . as 
essential as capital, land and material resources. This interpretation leads to a tax 
that the unsuccessful as well as the successful would pay, just as both must pay for 
labor. 

“The present situation does not call for a decision whether business should be 
taxed exclusively under one interpretation or the other. In all probability taxes 
based on both interpretations and on several types of base will coexist. 

“A business tax designed to liquidate the cost of certain beneficial governmental 
services through increased prices for the products, calls for a base that will apportion 
the costs among business units as closely as possible in accordance with the manner 
in which the beneficial services are distributed. Since no refined scheme of pricing 
the services is practicable, the allocation must be made on some rather arbitrary 
basis. Operating income, value added by manufacture, gross receipts, and sales 
are among the bases that have frequently been urged for the purpose. If some type 
of general sales tax is desired, pyramiding can be largely avoided by using (at some 
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history, in this country, of the development of the idea of taxation 
on value added. 


THE INCIDENCE OF A VALUE-ADDED TAX 


The incidence of a tax on value added cannot be easily deter- 
mined, for it is subject to a great many varying influences. Inas- 
much as the tax would become a part of the entrepreneur’s costs 
of production, it would affect his profits and his pricing and pro- 
duction policies. He would try to shift the incidence of the tax 
forward to consumers by raising prices or, if this cannot be done, 
shift it backward to his employees, landowner, lenders of money, 
or suppliers of raw materials by offering them lower wages, rents, 
rates of interest, and prices. Finally, if neither can be done, the 
entrepreneur would try to introduce improvements in the meth- 
ods of production which would lower the costs thereof sufficiently 
to absorb at least a part of the tax. If he fails in the accomplish- 
ment of either objective, he must content himself with lower 
profits; and, if he cannot earn any profits, he must go out of 
business. 

Whether most of the entrepreneurs would manage to shift the 
tax one way or the other, or whether most of them would have to 
absorb it, would depend, in the main, on the conditions of the 
market at the time the tax is imposed and on the rate of the tax. 
Obviously, if the tax is imposed at a heavy rate at a time when the 
market is depressed and unemployment is prevalent, most of the 
entrepreneurs would be unable to pass the tax to the consumers, 
but some of them would be able to pass a part of it to the wage- 
earners and other groups mentioned. Either all or a part of the 
tax would have to be absorbed by the businesses. Some enter- 
prises would be forced to close doors, and unemployment, as a 
result, would be accentuated. On the other hand, if the tax is im- 
posed at a moderate rate at a time when the market is expanding 
and employment is increasing, most of the entrepreneurs would be 
able to pass the tax to the consumers. In either case, the possibil- 
ity of shifting the incidence of the tax would be affected by the 
manner in which the proceeds of the tax are spent. If they are 


cost in terms of complexity) ‘net value of production’ as the base” (Proceedings, 
N.T.A., 1939, pp. 565-67). 
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spent in a way to increase consumer purchasing-power, the entre- 
preneurs would find it easier to shift the incidence of the tax to the 
consumers than if these proceeds are spent in a way merely to 
cause a change in the types of consumption. 

Although the general trend of the incidence of the tax on “value 
added” may be such as described, the actual incidence would most 
likely vary greatly from industry to industry, depending on its 
nature and the relative elasticity of supply and demand and 
existence of competition or monopoly therein.*® 

In the light of these facts it can scarcely be asserted that the 
incidence of the value-added tax would always be on the con- 
sumers and that the tax is merely a new type of a consumption 
tax. Nor is it possible to accept the opposite theory, advanced 
by some writers, that the incidence of the tax could never be on 
the consumers, inasmuch as the tax applies to all business enter- 
prises and does not change their competitive positions, and that 
the tax is likely to be distributed among the various factors of 
production in the exact proportion of the amounts of income 
obtained by them.*® The tax on value added must be considered 
as being primarily a production tax. The fact that its incidence may 


be shifted, in part at least, to consumers does not establish it as a 
consumption tax, for the tax is adjusted to the peculiar features of 
production rather than to the peculiar features of consumption. 


39 See a very suggestive analysis of the incidence of pay-roll taxes by Colm, 
some parts of which are applicable to the consideration of the incidence of the “value 
added” tax (Social Research, May, 1935, pp. 154-58). 

4° This theory is advanced by Arant as follows: “Business organizations as 
such, not being able to shift the value product tax to consumers [a fact which the 
author postulated, but does not prove], would recoup the tax by passing it on as a 
deduction from the payment of wages, interest and rents. The tax falling on the net 
incomes of the receivers of those incomes, would not be susceptible of further shift- 
i In the adjustment of wages, rent and interest rates, each individual 
employee, landowner and owner of capital would tend to suffer the same relative 
diminution from his marginal product. The burden of business taxation would be 
distributed to every individual engaged in production in proportion to his part in 
the social income. Competitive and other factors remaining the same, there is no 
reason to assume that there would be any alteration in the fundamental relation- 
ships of business. The burdens of business taxes would tend to be divided evenly, 
so that, after adjustments were made, competitors in the same business as well as 
those in different industries, and even their individual employees and other receivers 
of business income, would be left in their same relative positions” (Tax Magasine, 
April, 1937, p. 199, and May, 1937, p. 242). Apparently, the incomes of employers 
and employees, in his opinion, will be unaffected by the tax. 
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I. INTRODUCTION 


IS study deals with certain policy problems arising out of 
the investment and speculation of foreign capital in Ameri- 
can securities within the last five years. The exposition is 

devoted specifically to four questions: the speculative character 
of the foreign trading in American securities; the effects of this 
activity upon New York share-price fluctuations; the effects of 
London and Amsterdam stock-exchange trading in American 
shares upon price movements and trading turnover in the New 
York Stock Market; and, lastly, certain practical problems of 
regulating this foreign activity. 

International investment and trading activity in American se- 
curities since the war of 1914-18 received a good deal of discus- 
sion, especially during the bull stock market from 1935 to 1937, 
in connection with the desirability and possibility of bringing it 
under a deliberate American policy of control. During the 1930’s 
foreign purchases and sales of American securities in New York 
and in certain European stock markets reached proportions capa- 
ble of influencing the movement of prices in domestic security 
markets; the funds involved constituted an important class of 
capital movement in the American balance of international pay- 
ments, and the outstanding foreign interest in American issues 
amounted to several billions of dollars beneficially owned mainly 
by Europeans. Foreign governments have likewise shown concern 
over the effects of these movements upon the sufficiency of capital 
and foreign exchange disposable for the fulfilment of national re- 
quirements; in 1937, for the first time since the removal of foreign- 
exchange restrictions in the 1920’s, the British government at- 
tempted to restrain the export of domestic capital through the 
purchase of American stock-exchange securities. 

655 
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From the viewpoint of American economic and financial welfare 
several grounds have been advanced for governmental and New 
York Stock Exchange interference in this activity. First, the capi- 
tal movement to the United States resulting from foreign net pur- 
chases of American stock-exchange securities is argued to have 
rendered little or no constructive economic service in this country; 
and, besides, in jeopardizing foreign-exchange stability and gen- 
eral economic stability here and in foreign countries, it is said to 
have impaired American trade and employment. Second, the in- 
flux of foreign capital through the security markets is said to have 
contributed materially to the gold and excess bank-reserve diffi- 
culties of the United States. The third criticism links this se- 
curity-market capital movement with the so-called “hot-money” 
question. While it is granted that foreign holdings of American 
shares and bonds have not displayed the extreme volatility of 
foreign short-term banking funds, the fear has been expressed 
that momentous changes abroad might precipitate a sharp foreign 
liquidation of these securities. A policy of discouraging foreign 
ownership of American securities was therefore proposed. Fourth, 
foreign speculative trading in American corporate shares both on 
European and on American stock exchanges, together with the 
large amount of genuine long-term foreign investment accumula- 
tion of these securities, were alleged to have exerted undesirable 
influences upon New York Stock Market price fluctuations. In 
addition, European stock-exchange trading in American shares 
was alleged to have affected adversely the turnover and liquidity 
of the New York stock exchanges in recent years by “diverting”’ 
an important amount of trading from the New York market. 
Finally, enlarged foreign ownership of common shares has been 
regarded as extending unwisely the possibilities of foreign control 
over important American industries. 

These views have, of course, been widely contested, and an 
American governmental policy of interference has not material- 
ized. However, the subject was actively discussed by federal gov- 
ernment officials in 1936 and 1937, primarily in connection with 
the gold inflow and “‘hot-money”’ questions which were somewhat 
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agitated at that time.* The federal government had under study a 
program of taxation designed to discourage foreign investment 
and speculation in American bonds and shares. The specific pro- 
posals included (1) increased rates of income tax levied on interest 
and dividends paid to foreign holders of American securities, (2) 
reimposition of the capital-gains tax on foreigners,” and (3) special 
turnover and transfer taxes on security-market transactions for 
foreign account. These proposals were found unsuitable, and for 
various reasons the subject of special restrictive measures was 
shelved after the summer of 1937. However, the proposals pro- 
vide a good basis for discussion of the regulation problem in a 
later section of this study. 


II. FOREIGN SPECULATIVE TRADING OF AMERICAN SECURITIES 


The smallness of the foreign net sales of American securities 
during the decline and depression phases of the business cycle, and 
even during New York Stock Exchange crises, though preceded 
by apparently heavy foreign speculative trading during cycle up- 
swings in the last twenty years, is difficult to explain. The prob- 
lem is complex, fundamentally because of the inadequacy of the- 


oretical definitions of investment and speculation for dealing with 
market behavior in which these two types of activity are in- 
separably blended. Second, the available statistics of foreign 
transactions in American securities provide only a superficial in- 
sight into the significance of speculative trading in these move- 
ments of securities. Finally, the same conditions—political, eco- 
nomic, etc.—may influence both “speculators” and “investors’’ in 
common, although in ways which theoretically involve important 
differences in their respective mental processes.* Thus, the oc- 

*In a press conference on November 13, 1936, President Roosevelt commented 
sharply on the influx of “hot money” and stated that measures were being studied 
by the federal government to deal with it (Vew York Times, November 14, 1936, 
p. 1). Only guarded releases of information to the press were made regarding the 
government’s investigations (see ibid., February 12, 1937, p. 35; February 16, p. 31; 
February 18, p. 31; February 20, p. 21; February 22, p. 25). 

? Liability of nonresident aliens for the federal capital-gains tax was abolished in 
the Revenue Act of 1936. 


3 For the present analysis the theoretical distinction based upon the proximate 
intentions of the traders seems the most suitable—that is, contrasting /ong-term in- 
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currence of large foreign net purchases and daily in-and-out trad- 
ing of American securities at the same time as the great inflow of 
foreign short-term capital from 1935 to 1937 presents an intricate 
problem.‘ A brief analysis of these movements will disclose some 
formidable difficulties in resolving the confusion which attended 
the popular “hot-money” controversy of 1936 and 1937. 

The short-term capital inflow at that time included a large 
amount of foreign funds subject to highly unstable speculative 
motives which made their sudden mass withdrawal in response to 
future eventualities a continuing possibility, and the violent fluc- 
tuations of part of these balances were in accord with these expec- 
tations. Why did not the foreign funds placed in American securi- 
ties display a similar instability and flow out in large volume, for 
instance, once the advance of stock prices was ended and super- 
seded by severe decline? How is this phenomenon to be explained 
if speculation in American securities was really important? It is 
certainly true that monetary, foreign exchange, fiscal, and politi- 
cal conditions which inspired spectacular temporary capital move- 
ments also exerted important influences upon foreign purchases 
and sales of American securities. 


Whatever may be the full explanation of the security move- 
ments, in one vital respect the proximate motivations and the 
conditions underlying them apparently were qualitatively dif- 
ferent from those impelling the flow of volatile short-term capital. 


vestment with short-term speculation. The investor buys with the intention of hold- 
ing securities for several years primarily for the interest or dividends which are ex- 
pected to be paid on them; capital appreciation enters into the calculation, but 
neither as an immediate (short-term) factor nor as the primary reason for the in- 
vestment. The speculator, on the other hand, is almost exclusively interested in 
short-term capital appreciation or depreciation, and the presumption is that he will 
reverse his position if the hoped-for price movement ensues (see F. I. Shaffner, The 
Problem of Investment [New York, 1936], chap. ii; J. B. Williams, The Theory of In- 
vestment Value [Cambridge, 1938], chap. i). 

4 The statistics showing these movements are published in U.S. Treasury De- 
partment, Statistics of Capital Movements between the United States and Foreign 
Countries and of Purchases and Sales of Foreign Exchange in the United States, Janu- 
ary, 1935, through September, 1936, and quarterly issues from December, 1936, to 
September, 1938; Bulletin of the Treasury Department, monthly from January, 1939; 
U.S. Department of Commerce, The Balance of International Payments of the United 
States in 1936, Table XIII, p. 93; idid., 1938, Table 26, p. 75. 
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These short-term funds comprised both so-called foreign “flight” 
capital and what may be termed speculative short-term capital. 
Movements of capital in the latter class are generally motivated 
primarily by the object of profiting from short-term foreign- 
exchange rate fluctuations, and the funds are subsequently re- 
patriated in order to realize the gain. The characteristic quality 
of flight capital is the immediate purpose of its owner to prevent 
impairment of principal (through foreign-exchange depreciation, 
fiscal exaction, commodity price inflation, etc.). Such funds tend 
to withdraw en masse from markets in which haven has been 
taken, once the causes impelling the migration have subsided or 
have been counteracted by new developments. Their volatility 
arises both from the inherent instability of the motives of the 
owner and from the temporary nature of the attracting and re- 
pelling conditions to which they are responsive.‘ 

The security movements, on the other hand, according to one 
widely accepted type of analysis, were impelled in the main by 
prospective income yield and capital appreciation—the attrac- 
tiveness of which was magnified by numerous adversities and dis- 
locations stimulating both the desire of foreigners to hold dollar 
assets and the resulting flow of foreign short-term capital to the 
United States.° Not only were the motives of the foreign capital- 


5C. P. Kindleberger (International Short-Term Capital Movements [New York, 
1937], chap. i) distinguishes four general types of short-term capital movements on 
the basis of their relation to the international equilibrium adjustment: eguilibrating 
capital movements, such as trade credits, related directly to changes in other balance 
of payments items; income capital movements, having as their immediate motivation 
the pursuit of a higher rate of return than can be earned in domestic money mar- 
kets; speculative capital movements, inspired by prospective changes in the price of 
foreign exchange; and aufonomous capital movements, which arise in response to 
fears for the safety of principal—e.g., flight capital. Speculative and autonomous 
movements are similar in so far as both are aimed to make gains or avoid losses 
from foreign-exchange depreciation. 

Purchases of securities would normally constitute income long-term or short-term 
capital movements, according to this classification. But under conditions, for ex- 
ample, of foreign exchange and political instability such purchases would probably 
represent income, speculative and autonomous motivations in combination—that is, 
a desire to speculate in American stocks together with a desire to hold dollar assets 
and to sell the foreign currency short. 

® See, e.g., the Federal Reserve Bulletin, February, 1939, p. 96, from which the fol- 
lowing may be quoted: “While currency uncertainties and war fears abroad have 
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ists directed primarily to a different class of immediate attractions 
in the case of the security movements but also the prospective 
income and capital appreciation were more than merely a tem- 
porary, short-run incentive. 

The popular tendency around 1936 and 1937 to identify the 
foreign capital invested and speculated in American stocks with 
“hot money”—meaning volatile short-term capital—would then 
appear to have rested on a misconception. The notion of “hot 
money” was connected, however illogically, partly with the possi- 
bility of mass withdrawals of foreign capital as a consequence of 
an outbreak of European war. But in such an event practically all 
foreign capital may become more or less “‘hot” in the sense that 
substantial withdrawal may be imminent.’ If this case is ignored, 
the necessity of regarding the movement of foreign capital into 
American securities and the flow of speculative short-term bal- 
ances as essentially separate streams would seem to be manifest. 
Both their actual behavior and their predominant motives were 
dissimilar. 

The peculiar stability of the total foreign holdings of American 
securities, according to the analysis here presented, was based 
fundamentally upon the confirmed foreign belief in a favorable 
long-term outlook for the yield of American corporate shares. But 
this is not the same as saying that long-term investors accounted 
for the bulk of the foreign portfolio, although undoubtedly their 
proportion was large. The long-term outlook also exerted a stabi- 
lizing influence on speculative movements during declining mar- 
kets. The generai relationship between the long-term esteem 
abroad for American equities and the aggregate stability of the 
undoubtedly influenced foreigners’ appraisals of the longer-term investment oppor- 
tunities at home as compared with those in the United States, they appear to have 
done so only in a broad way, hel ping to create a general investment preference for Ameri- 
can securities.” (Italics mine.) 

7 But when hostilities commenced in September, 1939, the anticipated withdraw- 
al of “hot money” did not ensue. Newspaper discussions in 1936 and 1937 persistent- 
ly referred to the possibility of heavy repatriation of “hot money” upon the outbreak 
of war in Europe. The opposite view was also widely expressed in newspaper articles. 
But the precedent of the summer and autumn of 1914, when American markets were 


convulsed by the withdrawal of European capital, apparently was a strong influence 
on popular thinking at the time. 
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foreign holdings during declining and depressed markets would 
seem to be on the following lines. (1) The self-restraint of genuine 
investors from selling in falling markets was fortified by the ex- 
pectation of eventual return of prices to profitable levels and of 
adequate dividend payments over a long period. (2) The trans- 
formation of buil speculators into unintentional long-term holders 
of securities because of their reluctance to convert paper losses 
(resulting from price declines) into actual losses is a stock-market 
commonplace. This reluctance would naturally be invigorated by 
confidence that patience would have its reward in a recoupment 
of paper losses. (3) Since the number of Europeans disposed to 
invest and speculate in American stocks was great, the basis ex- 
isted for a broad and balanced distribution of divergent opinions 
as to the relative value of cash and American securities at current 
price quotations. In declining markets this situation would be fa- 
vorable to the absorption of foreign sales of stock by correspond- 
ing purchases on the part of other foreigners who are induced to 
trade as quotations fall. The foreign net purchases during the 
New York Stock Exchange panic in the autumn of 1937, for in- 
stance, seem to be indicative of this explanation. 

Although the foregoing analysis seems to fit the facts plausibly, 
attention should be directed to the extent to which it turns on a 
distinction between capital movements motivated, on the one 
hand, by a prospective positive gain (whether dividends or capital 
appreciation) in the stock market and, on the other hand, by a 
desire to avoid capital losses in terms either of the home currency 
or of its foreign-exchange value. Two corollaries flow from this 
premise: first, that much of the foreign capital placed in the New 
York Stock Market from 1935 to 1937 would not have come to the 
United States if a cyclical rise of stock prices had not been ex- 
pected and, second, that high taxes on interest, dividends, and 
capital gains which foreigners might receive from holding and 
trading American securities would have resulted in a substantial 
net movement of foreign capital out of the United States. How- 
ever, the strength of both of these conclusions diminishes directly 
to the extent that the desire to hold dollar assets, whether in dol- 
lar bank balances or securities, is given weight together with the 





662 HORACE G. WHITE, JR. 


attraction of prospective dividends and capital gains as primary 
motivations of the foreign capital flow into the New York Stock 
Market from 1935 to 1937. 

How far can it be confidently premised that factors making 
dollar assets per se attractive to foreigners operated merely “‘in a 
broad way, helping to create a general investment preference for 
American securities,’* rather than as a specific stimulus to for- 
eigners to place their funds in the United States in any case, and 
in the stock market as a choice among alternative uses of the funds 
in this country? The existing means of concrete economic analysis 
seem to be inadequate for an answer to this question. As long as 
this is the case, the foregoing explanation of the 1935-37 move- 
ment of foreign capital into the American stock market is insecure. 
The turbulence of the international economic and political scene 
in the 1930’s, with its magnification and distortion of risk calcula- 
tions underlying international capital movements, deprives the 
assumption stated above of superior claim than its opposite to 
self-evident validity. 


III. STOCK PRICE FLUCTUATIONS AND FOREIGN PURCHASES 
AND SALES OF AMERICAN SECURITIES IN THE 
NEW YORK MARKET 
The magnitude of the foreign purchases and sales of American 
securities at various times during the last fifteen years suggests 
that they may have exerted an appreciable influence upon share- 
price fluctuations in the New York market; and the fluctuations 
of share prices in their turn may have influenced the volume of 
foreign speculation and investment in American securities. It is 
difficult, however, to obtain a quantitative picture of this mutual 
relationship. The statistical relationship between stock-price fluc- 
tuations and the reported foreign transactions in American securi- 
ties in the New York market is examined in the present section. 
The next section includes a discussion of the relation of New York 
share-price fluctuations to the trading of American shares on the 
London and Amsterdam stock exchanges. 
The League of Nations, in one of the few published analyses 


8 Federal Reserve Bulletin, February, 1939, p. 96. 
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concerning foreign transactions and New York stock prices, at- 
tributed causal importance to foreign activity in American stock- 
market fluctuations.® “The dealings,” it is pointed out, “have 
been large enough to exercise a considerable influence on the stock 
market.” In a monthly comparison of net foreign purchases and 
sales of American securities with an index of share prices it is 
observed that 
there is a striking correlation between these two curves up to the end of 1937. 
A rise in the foreign net purchases coincided with rising prices. It thus ap- 
pears that the fluctuations in the stock market were closely connected with 
shifts in the foreign demand. From the beginning of 1938, however, the rela- 
tionship . . . . appears to have been reversed: during the first half of that 
year foreign net purchases rose (or net sales declined) when prices fell, and 
vice versa.?° 

This sort of analysis can be pursued to more particularized con- 
clusions if weekly instead of monthly statistics are employed. 
Chart I, in five sections covering the five years 1935-39, presents 
the weekly fluctuations in the New York Stock Market of share 
prices, total foreign purchases and sales and net foreign purchases 
or sales of domestic securities, and the ratios of foreign total pur- 


chases or sales of American securities (whichever greater) to the 
money values of total New York Stock and Curb Exchange share 
sales." This chart is designed to reflect the direct impact upon 


* League of Nations, Balances of Payments, 1937, pp- 31-33- 

te Such comparative fluctuations, of course, are not unambiguous indicators of 
causal direction. As the 1936 edition of the same publication recognized, “this cor- 
relation does not prove that foreign purchases determined the fluctuation of share 
prices, for it may well be that, at least during the period of rising share prices that 
came to an end in March, 1937, the net inflow of foreign capital into the securities 
market varied in direct proportion to the share prices, which may have been the 
main determining factor.” However, “‘on occasions when this demand was governed 
by considerations peculiar to foreign investors, it may well have determined the gen- 
eral trend of the market” (Balances of Payments, 1936, pp. 28-30; see also Securities 
and Exchange Commission, Selected Statistics on Securities and on Exchange Markets, 
August, 1939, Part VI, sec. 6). 

™ The statistics of foreign total purchases and sales and net purchases and sales 
of domestic securities are from U.S. Treasury Department, Statistics of Capital 
Movements. The “Standard Statistics Stock Price Index” is the weekly arithmetic 
average computed from the Standard Statistics Daily Stock Price Indexes of Ninety 
Stocks, published in Standard Trade and Securities Statistics, monthly, December, 
1935, to January, 1940. The “Ratio of Foreign Purchases and Sales (Whichever 
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domestic markets of foreign transactions in American securities. 
Therefore, transactions executed in foreign markets for American 
residents are excluded (although such transactions result in a cor- 
responding international movement of capital and may indirectly 
affect the New York market). Joint arbitrage purchases and sales 
are included, together with transactions for foreign accounts, be- 
cause even though orders are executed in the United States for a 
domestic principal, a joint arbitrage purchase or sale is in effect a 
foreign purchase or sale in the domestic market.” 

Importance of foreign influence in the New York Stock Market, 
1935-—39-—The statistical importance of foreign transactions in 
American securities in the New York Stock Market is approxi- 
mated in the curve measuring the ratio of foreign purchases or 
sales (whichever greater) to the money value of shares sold on the 
New York Stock and Curb exchanges. As should be expected, the 
volume of foreign trading activity kept more or less in step, as far 
as direction of movement was concerned, with the activity of the 
market in general. The trend and the fluctuations of the ratio 
consequently represent disproportionate changes in the same di- 
rection of the two series. 

After the first three-quarters of 1935, when the weekly ratios 
fluctuated between 6 and 10 per cent and averaged about 8 per 
cent, their course was upward for more than a year through 
November, 1936. During most of 1936 and 1937 they were gen- 


Greater) to the Money Value of Shares Sold on Exchanges” is computed from two 
sets of data: (a) foreign total purchases or sales of American securities, from the 
source stated above, and (5) the monthly statistics of the value of common and pre- 
ferred share sales made on the New York Stock and Curb exchanges, as published 
in the Annual Report of the Securities and Exchange Commission. In order to convert 
these monthly statistics of share sales on exchanges to a weekly basis, the monthly 
totals are divided by the number of weeks occurring in each respective month. 


" Foreign investment and trading activity has been concentrated in common 
shares listed on the principal exchanges. The New York Stock and Curb exchanges 
account for about 95 per cent of the value of all stock transactions on domestic ex- 
changes, and practically all foreign transactions in stocks are placed in these two 
markets. All the series employed in the chart, therefore, are comparable within 
reasonable limits. Although securities other than common shares traded on these 
exchanges also enter into the foreign purchase and sale data, they are probably of 
insufficient importance to affect the analysis. 
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erally between 10 and 14 per cent, seldom lower and sometimes 
higher, and the annual averages for these two years were 12 per 
cent. In 1938 the general level of the ratios receded somewhat, 
but during the first eight months of 1939 they fluctuated violently 
at a slightly higher general level over a range of 8-22 per cent." 
The foreign proportions for this five-year period were probably 
much higher than would be shown in similar statistics for some 
more or less comparable earlier period of years such as 1926-30, 
when the general stock-market turnover was larger and the vol- 
ume of foreign purchases and sales may have been smaller."4 

The ratios, based as they are upon the total purchases or sales 
of foreigners, merely supply a general indication of the importance 
of foreign transactions in the New York Stock Market’s turnover. 
They demonstrate that foreign trading of American securities in 
domestic markets from 1935 to 1939 was usually a sizeable factor 
in the total volume of domestic stock-market trading and seem to 
confirm the view that the proportions were “large enough to per- 
mit the foreign demand to exercise a considerable influence on the 
quotations.’’s 

It does not follow, however, that when these ratios were com- 


paratively low the degree of influence of foreign activity upon the 
market’s course was necessarily correspondingly less than when 


"3 Basing the annual averages on the annual total value of stock-exchange sales 
divided into annual total foreign purchases (or sales, whichever higher) gives slightly 
different annual averages from those computed from the weekly ratios. 


14“Tn 1928 and 1929 the estimated total value of foreign purchases and sales of 
American securities was below 2 per cent of the total estimated value of reported 
trading on the New York Stock Exchange alone” (Securities and Exchange Commis- 
sion, Statistics on Securities and on Exchange Markets, p. 92 n.). 


ts League of Nations, Balances of Payments, 1936, p. 30. This study errs in com- 
paring the sum of foreign purchases and sales with the value of share sales on ex- 
changes. Since total sales for the whole market presuppose corresponding purchases, 
double counting is explicit in saying that the proportion of total sales accounted for 
by a section of the market is represented by the section’s total purchases plus sales. 
Either the total value of sales in the whole market should be doubled and compared 
with purchases plus sales of the section, or total value of sales should be compared 
with purchases or sales of the section, whichever is higher. If there are net purchases 
or sales, the second method gives somewhat higher percentages than the first. The 
second method is chosen here since it exhibits the relative importance of foreign 
purchases or sales when one or the other was the larger factor in the market volume. 
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higher ratios occurred. As a matter of fact, the opposite might 
happen, especially in cases of comparison between high propor- 
tions occurring during very active markets (e.g., autumn of 1936) 
and lower proportions occurring during dull markets. But this re- 
lationship is an extremely difficult one to formalize owing to the 
complexity of the market. 

Besides this, there is another shortcoming of the data which 
creates 2 more serious weakness in the statistical inquiry. Inas- 
much as statistics of foreign transactions in individual American 
securities are not obtainable, only the relation between weekly 
aggregate foreign purchases and sales and stock-price fluctuations 
can be studied, in terms of the material presented in Chart I. 
Consequently the important concentration of the foreign-trading 
volume in New York Stock Market “leaders” and also its uneven 
distribution during the daily trading session are obscured. A re- 
cent Securities and Exchange Commission study points out that 
“certain checks made from time to time have indicated that 
foreign holdings of American stocks, and foreigners’ trading in 
such stocks are apparently concentrated, even more than domestic 
holdings and trading, in stock market leaders, the behavior of 
which is an important determinant of the course of the market as 
a whole.” Furthermore, “a large proportion of foreign trading 
tends to be transacted in the early hours of [New York] trading, 
due to the difference in time between Europe and the United 
States.’"* This early-hour trading is not only arbitrage and other 
foreign-stock exchange professional business but also (and in en- 
larged proportion during active markets) the movement of regu- 
lar New York Stock Exchange commission-house business from 
abroad. There is no statistical remedy for these defects in the 
data. 

Stock prices and foreign transactions in the New York market, 
1935-39.—While admitting the shortcomings of the data in Chart 
I, the material still seems sufficient for worth-while interpreta- 
tions, and no better statistical basis for such an inquiry is avail- 
able. The comparison of chief significance is that of the stock- 


*6 Securities and Exchange Commission, Statistics on Securities and on Exchange 
Markets, p. 93. 
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price index and the weekly net foreign purchases and sales, while 
the other data on the chart are of more collateral than direct 
assistance. 

The presumption is that, when in a given week foreign pur- 
chases exceed foreign sales, the foreign transactions are exerting a 
supporting or stimulating influence upon price movements and, 
conversely, that their influence upon price movements is depres- 
sive when foreign sales exceed foreign purchases. 

The effect is analogous to that which results from the operation 
of the domestic odd-lot market. In odd-lot trading (in contradis- 
tinction to the round-lot market turnover) total sales may exceed 
total purchases, or vice versa, at any moment or over a period of 
time. In order to equalize their buying or selling positions result- 
ing from the odd-lot turnover, the dealers in odd lots have to 
effect sales or purchases, respectively, in the round-lot market in 
corresponding amounts. It is generally assumed that odd-lot net 
purchases thereby tend to support or stimulate the round-lot 
market while odd-lot net sales have the opposite effect. So with 
foreigners’ trading in American securities, an equality of foreign 
purchases and foreign sales probably exerts little influence upon 
prices in the rest of the round-lot market. But if foreign offerings 
exceed the foreign demand at current prices (or vice versa), the 
difference has to be absorbed by the general market and thus will 
tend to depress prices therein (or vice versa). 

But the quantitative importance of net purchase or sale bal- 
ances of foreigners (or of any other segment of the market) in 
causing price movements is a troublesome question. For example, 
foreign net purchases at a particular time may merely neutralize 
the depressive influence on prices of net sales by some other seg- 
ment of the market (e.g., domestic odd-lot traders or investment 
trusts), and prices may not alter. Or, foreign net purchases may 
be cumulating at the same time that certain other segments of the 
market are also buying on balance, and prices are rising; one (or 
more) of the remaining sections of the market in this case must be 
selling on balance in corresponding amounts; but its net sales are 
made at successively higher prices and might not have occurred 
except for this fact. Because of the innumerable complexities of 
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this sort, the instances in which the relative importance of the 
price influence of foreign transactions can be identified unambigu- 
ously will prove exceptional. 

The fact that the data are all computed on a weekly rather 
than, say, a daily basis is not so great a limitation as might appear 
at first sight. The important fluctuations are reflected satisfac- 
torily by the weekly figures, and there is no reason to think that 
daily figures would be much more revealing or appreciably better 
from a statistical viewpoint. Nor does the fact seem to matter 
much that the stock-price and foreign-transactions series are not 
exactly comparable as regards the specific securities to which they 
relate. The ninety stocks whose prices compose the Standard Sta- 
tistics index are all market leaders and may be representative of 
the bulk of the foreign transactions. For the present purpose the 
various distortions in the comparative fluctuations of the price 
average and the transactions data can be disregarded. 

The principal movements of New York stock prices in their 
relation to foreign purchases and sales of American securities in 
the New York market may now be taken up in the following se- 
quence: (a) the initiation of the cyclical rise of stock prices in 
1935; (b) the two-year cyclical advance of prices from 1935 to 
March, 1937; (c) the single marked interruption of the cyclical 
rise, in April, 1936, lasting three weeks; (d) the intermediate reces- 
sion from March to July, 1937, terminating the bull market into 
which the cyclical advance had blossomed in the autumn of 1936; 
(e) the precipitous liquidation commencing in the third week of 
August, 1937, and continuing into the winter; (f) the period of 
about a year and a half until the outbreak of war, which includes 
the sudden recovery of stock prices in the early summer of 1938 
and the successive “Hitler’”’ markets in March and September, 
1938, and in March and August, 1939; (g) the war markets in the 
last few months of 1939. 

a) Initiation of the cyclical upswing, 1935.—The initiation in 
the spring of 1935 of the two-year upward trend of stock prices 
evidently was brought about by domestic buying without posi- 
tive impetus from foreign sources. Previously, through the au- 
tumn and winter of 1934-35 until the third week of March, stock 
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prices had been moving downward. Thereafter they were per- 
sistently on the upgrade. During the first six weeks of 1935 for- 
eigners made slight net purchases, but from then until the middle 
of May their sales exceeded purchases. The rising price trend was 
established well before foreign net purchases became important. 

b) Cyclical rise of stock prices, 1935-—37.—For about twenty-two 
months of advancing stock prices, until March, 1937, appreciable 
foreign net sales of American securities occurred in only three 
isolated weeks, and the cumulative net purchases for the whole 
period reached $1,060 millions.*? This immense foreign buying 
movement coincided with an eighty-three-point advance (from 
65) of the Standard Statistics stock-price index, which then gave 
way after the second week in March, 1937, to a decline of twenty- 
five points (from 148) over a period of three months. 

During the long price advance, rising foreign net purchases and 
upward weekly and intermediate price movements often occurred 
together; but this was not the entire tendency, for occasions of 
rising prices and declining net purchases were also frequent.” 
However, correlative movements during this period, except pos- 
sibly in a few instances, do not seem to point to significant conclu- 
sions. It is indisputable that the continuous, though fluctuating, 
foreign net purchases contributed persistently and sometimes very 
heavily to the broadly inspired bullish trend, but it is impossible 
and pointless to impute priority to either foreign or domestic 
activity in causing this movement. 

c) The interruption in April, 1936——The only pronounced 
break in the upward cyclical price movement occurred during the 
three weeks, April 16—May 6, 1936. This was not started by 
foreign selling. The seven-point price drop during the first two 
weeks, on the contrary, was accompanied by foreign net purchases 
of $21 millions. During the third week $15 millions of foreign net 
sales coincided with a further five-point price drop, but in the suc- 
ceeding week both the price upswing and the foreign net purchas- 
es resumed. 

7 This figure represents foreign net purchases in American markets only, thus 


excluding the small amount of reported foreign net purchases resulting from transac- 
tions with American residents in foreign markets. 


"8 Cf. the statement from the League of Nations study cited above (n. 10). 





FOREIGN TRADING IN AMERICAN SECURITIES 675 


d) Intermediate recession, March—July, 1937.—The bull market 
came to an end after the second week of March, 1937, and a three- 
month price decline of twenty-five points ensued, followed by the 
brief rally which ended in mid-August. Some contributory depres- 
sive influence of foreign selling is unmistakable. But, except for 
three successive weeks of net sales amounting to $43 millions in 
April and May, the selling pressure was moderate, and positive 
foreign buying support of the shaky market materialized during 
nearly half of the period of decline. It would be nonsense to im- 
pute the inception of the decline to foreign selling in New York, 
and subsequent foreign selling pressure was not violent. The de- 
cline issued from a broad reaction of sentiment attending the gen- 
eral culmination of the world-wide speculative bull markets in 
stocks and commodities, and the contagion of doubts as to the 
cyclical prospects for trade. 

In the brief rally of stock prices lasting from early July until the 
week of August 18 foreign net purchases came upon a thin market 
which was operating under the delusion of a coming resumption of 
the bullish trend. Their importance in imparting a firm tone to 
the market was appreciable, but no initiating or primary causal 
significance can be imputed to them. All markets participated in 
the flurry. 

e) Selling crisis, autumn of 1937.—After the third week in 
August the bear market was on, and from then until the end of 
October the Standard Statistics index plummeted 44 points, from 
136 to 92. During the first four weeks of this liquidation, for- 
eigners were buyers in the net amount of $20 millions, while in the 
succeeding five weeks their net sales totaled $25 millions, of which 
half was in the week of October 13. During the remaining ten 
weeks of the year foreign transactions resulted in net purchases of 
$60 millions, while the market idled off about five points in slim 
trading. Thus, in the heavy ten-week slide of prices, from August 
to October, foreigners were moderate buyers during the first four 
weeks and moderate sellers in the next five. Then they became 
buyers again for most of the rest of the year."® 


** For a general statistical analysis of the net purchases and sales of five groups 
of traders on American securities exchanges from 1935 to the early part of 1938 see 
Securities and Exchange Commission, Selected Statistics on Securities and on Ex- 
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f) From early 1938 through August, 1939.—During this period 
of about twenty months preceding the opening of Anglo-French 
and German hostilities in September, 1939, the New York Stock 
Market fluctuated sharply while the transactions of foreigners 
pursued a rather unspectacular course. Indeed, it is quite appar- 
ent that the responses of American traders themselves to the 
European situation vastly overshadowed the actual impact of 
foreigners’ buying and selling in determining the stock-market 
movements. The volume of foreign transactions for the most part 
proceeded at a level slightly above that of the slack first nine 
months of 1935; the turnover on the stock exchanges, however, 
averaged below the turnover during that part of 1935, so that the 
proportion of foreign transactions in the total stock-exchange 
trading volume averaged 3 or 4 per cent higher. The general tend- 
ency was for foreign sales moderately to exceed foreign purchases, 
and the weeks of net sales numbered just about the same as the 
weeks of net purchases. Foreign net purchases of $43 millions re- 
sulted for the full year 1938 because of the buying during the 
autumn months, in the net amount of $82 millions, following the 
Munich affair; during the first nine months of 1938 foreign sales 
exceeded purchases by $39 millions. The weekly net selling in 
1939 was occasionally a little heavier than in 1938, and for the 
first eight months the cumulative net sales totaled about the same 
as in the first nine months of 1938. 

The stock market declined severely during two of the major 
Hitler episodes, the Austrian absorption in March, 1938, and the 
Czechoslovak crisis in March, 1939. The Munich affair in Sep- 
tember, 1938, on the other hand, brought only one week of sharp 
decline, which was followed by a sharp rebound in October. In 
each of the first two cases involving selling waves the record shows 
one week of pronounced foreign net sales at the beginning of the 
slides, followed in the 1938 instance by a decided relaxation of this 
pressure during the ensuing five weeks of sharply falling prices, 


change Markets, pp. 59-61. The groups for which figures are available are foreigners, 
stock-exchange members, odd-lot customers, investment companies, and so-called 
corporate “insiders,” which account for about one-half of the total round-lot and 
odd-lot volume on exchanges. 
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and in the 1939 instance by positive buying as the decline con- 
tinued. These two opening weeks of concentrated foreign net sales 
may have had a good deal to do directly with the initiation of the 
sharp price declines. But again it is a matter of general market 
reaction as well as direct foreign selling impact, reflecting the 
typical stock-market psychology of American traders, individual- 
ly worrying themselves about the possible bearish effects of both 
the actual foreign selling pressure and the fearsome selling of other 
American traders. Indeed, if the initial weeks are left out, actual 
foreign liquidation seems to have had little to do with the market 
declines, and in the 1939 case foreign activity opposed the do- 
mestic selling pressure. 

The stock-market reaction to the Munich crisis was different. 
The market psychology pervading the American scene, invigor- 
ated by the bullish innoculation in the early summer, was resistant 
to the selling threat in the unfolding European fiasco. Further- 
more, the prospects of a “successful” appeasement arrangement 
carried wide conviction. This domestic frame of mind was suffi- 
cient to offset the effects of ten successive weeks of foreign net 
sales preceding the first week of harrying suspense in mid-Sep- 
tember.” Oddly enough, when the market gave way sharply at 
this time (for about a week), the foreign selling reversed into a 
week of net purchases amounting to $8 millions. Thus, for the 
next fortnight the market marked time until, on September 28, 
the Munich settlement postponed the imminence of war, where- 
after a vigorous bullish rebound ensued lasting about six weeks, to 
which foreign buying contributed in the early stages. 

The League of Nations study previously cited remarks on a 
tendency of the correlation observed between the monthly course 
of stock prices and foreign net purchases and sales from 1935 to 
1937 to be reversed in 1938—that is, “during the first half of that 
year [1938] foreign net purchases rose (or net sales declined) when 
prices fell, and vice versa.’’ Now, although there is some merit in 
this observation, it is a hazardous subject for generalization, espe- 

*° It is to be noted that foreign net purchases were small in the last week of June 


and the first week of July, when the astonishing recovery of the market occurred; 
and from the second week of July until Munich foreign sales exceeded purchases. 
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cially from monthly figures and also in the purely comparative (as 
opposed to the absolute) aspects of the relationship. For the pe- 
riod of rising stock prices from 1935 to March, 1937, when ab- 
solute foreign net sales rarely occurred, the weekly figures in Chart 
I show a great number of exceptions to the League study’s gen- 
eralization of a positive correlation between increasing stock 
prices and increasing foreign net purchases, and vice versa.” For 
the subsequent period the weekly figures likewise conflict with the 
attempted generalizations in numerous important instances. 
Aside from such factual discrepancies, the chief objection to these 
alleged correlations is that they distort the direct causal impor- 
tance of foreign transactions as an accentuating influence upon 
stock-price fluctuations during the 1935-37 period, and as a 
stabilizing factor afterward. 

g) The war period, September—December, 1939.—The British 
and French governments declared war on Sunday, September 3, 
and on Monday morning New York brokerage offices were utterly 
overwhelmed with buying orders. There was no panicky foreign 
selling, and the market plainly expected that there would not be a 
repetition of the disastrous 1914 experience. While stock prices 
moved boldly to higher levels for about two months, there were 
moderate and steady foreign net sales of American securities, 
which continued throughout the remaining weeks of the year. 

Summary.—It appears from the available data that the relative 
importance of foreigners’ transactions in the share turnover of the 
New York Stock Market was considerably greater during the last 
seven or eight years of the 1930’s than in the preceding years of 
the interbellum decades. From 1935 to 1939 foreign transactions 
in the New York stock exchanges generally averaged annually be- 
tween 8 and 12 per cent of the total market share turnover, and 
were equivalent, for example, to about half of the turnover by 
Stock Exchange members trading for their own accounts. The 
cyclical advance of share prices from 1935 to 1937 owed some of 
its vigor to foreign purchases. But it cannot be said that foreign 

** Movements contrary to those described in the League of Nations study oc- 
curred in about half of the weeks in the period of rising stock prices from 1935 to 
1937. 
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buying was the primary determinant of either the cyclical or the 
intermediate fluctuations of the market. Stock-market bullish- 
ness, as usual, was an international contagion, with foreign and 
American traders’ forecasts mutually influencing each other. Yet 
undoubtedly it is also true that (a) large accumulations of foreign 
buying orders in the early hours of daily trading often gave the 
market a firm or bullish tone and (0) the prospect of continued 
foreign buying was an important datum influencing the bullish 
judgments of domestic traders. The domestic speculative ebb and 
flow during the rising phase of the stock market took its cue fre- 
quently from evidence of what foreign investors and traders were 
doing and what they might do, together with a variety of other 
domestic and foreign conditions likely to affect short-run market 
action. 

After the summer of 1937 the perceivable direct importance of 
foreign transactions as a cause of the New York Stock Market 
fluctuations appears to have diminished substantially from that of 
the preceding two years of rising prices although the relative im- - 
portance of foreign transactions stayed more or less the same. In 
the three severe breaks in stock prices during the two years from 
August, 1937, to August, 1939, foreign selling does not seem to 
have seriously contributed to the distress of the markets, and in a 
moderate way foreign buying acted as an alleviation. 


IV. EUROPEAN STOCK-EXCHANGE TRADING 
IN AMERICAN SECURITIES” 

There are numerous reasons why a large amount of European 
stock-exchange trading in American securities should have ac- 
companied the resurgence of European investment and specula- 
tion in such securities in the 1920’s and 1930’s. The European ex- 
changes enjoyed important advantages over New York in attract- 
ing European trading in American securities, resulting from their 
geographical position, their highly organized trading facilities, 
and their possession of a substantial clientele by virtue of long- 
established financial practice. But this foreign stock-exchange 

* The exposition in this section is based mainly on personal inquiries of the au- 


thor among members of the New York Stock Exchange and also on unpublished 
data which the Exchange generously made available. 
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trading, whether naturally or artificially stimulated, became a 
subject of dissatisfaction for many members and adherents of the 
New York Stock Exchange during the 1930’s. Serious attention 
to the following questions was urged: first, the desirability of the 
foreign stock-exchange activity in American shares from the 
standpoint of the welfare of the New York Stock Exchange; sec- 
ond, the wisdom of certain American policies alleged to have 
encouraged this foreign stock-exchange activity; and, third, 
whether feasible methods of curbing foreign stock-exchange trad- 
ing in listed New York Stock Exchange securities could be found. 

This agitation arose mainly from the involvement of the foreign 
stock exchanges in the thorny controversy between Wall Street 
and the administration over taxation and security-market regula- 
tion policies. In being directly identified with the problems of re- 
duced New York Stock Exchange income, and the allegedly im- 
paired capacity of the Stock Exchange to serve its capital-market 
function properly, the dispute converged ultimately upon the 
mooted question of New York Stock Market thinness and what to 
do about it. 

Beginning about 1934 various elements in the New York finan- 
cial community argued that business was being seriously diverted 
to the London and Amsterdam stock markets from the New York 
Stock Market. Thereby this market’s liquidity and its earnings 
from commissions, interest, and other charges (along with the 
government’s revenues from security-transaction taxes and in- 
come taxes) were said to be diminished. The diversion was laid 
partly to the improved liquidity and the increased number of 
American issues traded in the foreign stock exchanges themselves 
which thus made the foreign markets more attractive centers for 
American security trading. Besides this, several American policies 
were blamed for directly repelling business from the New York 
market to the foreign centers. The policies under attack included 
(a) the trading restrictions and regulatory practices instituted 
under the Securities Exchange Act (margin requirements, manipu- 
lation prohibition, inspection of brokerage records, etc.), (0) the 
Treasury Department’s attempts beginning about 1934 to enforce 
(retroactively) against foreigners the previously unenforced capi- 
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tal-gains tax laws,* and (c) a number of other allegedly hostile 
and oppressive governmental actions (under these same laws for 
the most part) serving to drive traders out of the New York 
Stock Market.*4 

The disadvantages forced upon the New York Stock Market in 
these ways are claimed to have resulted in (a) withdrawals of ac- 
counts carried with New York Stock Exchange firms by foreign 
professional traders and other foreigners, in favor of similar for- 
eign stock-exchange and banking facilities; (6) an increasing dis- 
position of foreigners to have their transactions in American secu- 
rities executed in the London and Amsterdam markets in prefer- 
ence to the New York market; and (c) the increased use of foreign 
markets by American resident individuals and corporations. It is 
conceded in these arguments that enlarged foreign markets may 
enhance the volume of foreign transactions placed in the New 
York market through arbitrage channels. But the increase in this 
respect is said to represent only the net balance of the volume of 
buying and selling transactions in the foreign markets—a sub- 
stantial part of which might otherwise be placed directly in New 
York—and therefore to constitute only a partial offset of diverted 
business.?5 

3 Until 1934 the Treasury Department expended little effort in enforcing the 
liability of nonresident aliens for capital-gains tax. Then, out of the blue, the De- 
partment began investigating and dunning foreigners for back taxes due under the 
capital-gains provisions. Many of these cases are still open, and some were settled 
by private negotiation with the Department. Although the liability of nonresident 
aliens for capital-gains tax was eliminated in the Revenue Act of 1936, Wall Streeters 
claim that foreign speculators either remained distrustful of the Treasury, or failed 
to understand the change in the law. Furthermore, the matter of pre-1936 Revenue 
Act tax liability remained. 

*4 The alleged thinness and impaired liquidity of the New York Stock Exchange 
in recent years have been ascribed to these governmental actions by Wall Street 
spokesmen (see, e.g., C. R. Gay, Annual Report of the New York Stock Exchange, 
1936-1937). Thus, both the thinness and the foreign diversion problems were re- 
garded in these circles as joint results of the same domestic causes. At the same time, 
the facilities, partly new, offered by the foreign-stock exchanges themselves, for 
trading in listed American issues, are to be distinguished as additional, although of 
course not separable, causes. 

*s This is the familiar principle of arbitrage. Professional traders in one stock 


exchange may desire to work off (or acquire larger) long or short positions in a 
security in order to keep their books even on a day-to-day basis. This they may do 
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A second line the controversy has pursued relates to possible 
undesirable effects of European stock-exchange trading in Ameri- 
can securities upon stock-price fluctuations in the New York ex- 
changes. This criticism points to the freedom of speculative activ- 
ity in the foreign centers and the fact that its volume has been of 
sufficient amount to cause marked reactions on prices in New 
York (particularly in view of the thinness of the New York mar- 
kets). The popularizing of American stocks in connection with 
the liberal and poorly policed speculative facilities of the foreign 
stock exchanges has been attacked for enlarging the ill-informed 
and financially weak speculative interest in American securities, 
precisely contrary to the purpose of American security-market 
regulation.” 

The Securities and Exchange Commission did not join the is- 
sue directly with its critics on the diversion question. Informally it 
indicated (at least outwardly) skepticism of the validity or impor- 
tance of the allegations of the financial community. The New 
York Stock Exchange asserted no official position and made no 
official investigation of the specific issue of foreign stock-market 
diversion and related adverse effects upon its welfare. The ques- 
tion of appropriate official policy for the Exchange in respect to 
the listing and trading of its listed issues on foreign stock ex- 
changes was, however, raised informally essentially in the follow- 
ing terms: (1) whether any position at all should be adopted by 
the Exchange; (2) whether an attitude of approval or of disap- 
proval of foreign market listing and trading of New York Stock 
Exchange listed issues should be adopted; and (3) if opposition 
should be the sense of the Exchange’s policy, in what ways it 


by means of purchases or sales made on other stock exchanges. The greater the 
turnover in their own market the greater is /ikely to be the amount of the positions 
they can advantageously undo or build up by means of purchases or sales (arbitrage) 
in other markets, the advantageousness of the latter procedure being a question of 
existing or anticipated relative prices as between the different markets. 


* E.g., an American broker on the basis of his own investigation of the London 
market in May, 1936, concluded that “the large open positions in American securi- 
ties in London constitute a threat to the stability of the New York price structure 
and have partially nullified the efforts of the S.E.C. to strengthen the technical 
position by high margin requirements, as increasingly large positions in American 
securities in London are developing with little or no margin.” 
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might be so implemented as positively and effectively to deter 
foreign stock-exchange trading in the New York Exchange’s listed 
issues. 

New York Stock Exchange turnover as affected by foreign stock- 
exchange trading in American issues.—It is difficult to test the 
validity of the allegation of American security trading and other 
business losses from the New York stock exchanges to the London 
and Amsterdam stock exchanges within the past decade. The 
term “diversion” has in the first place been used ambiguously. 
On the one hand, it has been used to mean the removal to foreign 
centers of trading (and related business) which might have been 
carried on in New York if certain American policies (market regu- 
lation and taxation) had not been invoked or had been less force- 
ful. On the other hand, the term also has been applied to foreign 
stock-market trading which might otherwise have been carried on 
in New York, despite American security-market regulation and 
tax policies, if the foreign stock exchanges had afforded less at- 
tractive alternative trading outlets. In both cases, foreign diver- 
sion has been advanced as an important partial explanation of the 
thinness of the New York Stock Market during the past decade.”’ 
Only this latter contention can be quantitatively examined, since 
the amount of trading which might otherwise have taken place in 
the New York market is unascertainable. 

The foreign diversion explanation of New York Stock Market 
thinness refers to the trading of both foreigners and American 
residents, but statistical analysis is possible only in the case of 
foreigners’ transactions. Contrary to this explanation, the volume 
of foreigners’ transactions in the New York market after 1934 ap- 
pears to represent no reduction from that of comparable earlier 
years (including the boom period, 1926-29) and may actually rep- 
resent some growth. The pertinent data are the statistics of an- 
nual total foreign purchases and sales of American securities from 
about 1926 to 1938 which are published in The Balance of Inter- 
national Payments of the United States2* Allowing for a small 


77 A similar controversy has been waged regarding diversion of business from 
the New York Stock Exchange to stock exchanges in other American cities. 

*U.S. Department of Commerce, The Balance of International Payments of 
the United States in 1936, Table XIII, p. 93; ibid., 1938, Table 26, p. 75. 
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amount of reported transactions executed in foreign markets for 
American residents, which are included in the figures, the series 
reflect the total value of foreign transactions in American secu- 
rities in American markets from 1926 to 1938. Unless the omitted 
data for the years 1926-34 are in excess of 50 per cent of the re- 
corded volume (an extravagant allowance),?? the conclusion just 
advanced has to be accepted. This is the limit of quantitative 
analysis of the case.*° If American resident persons increased their 
foreign stock-exchange trading of American securities during the 
1930’s—and there is a fair presumption that they did—tt still re- 
mains impossible to estimate the amount. 

This explanation of the New York Stock Market’s thinness 
thus runs against embarrassing factual difficulties. The New York 
market’s turnover during this time was adversely affected by 
many important developments, both in the form of specific re- 
strictions upon certain types of trading and in the form of dimin- 
ished propensity of the American public to indulge in stock specu- 
lation. The evidence just cited contradicts the opinion that loss of 
foreigners’ business contributed to the market’s predicament, and 


29 The figures are based on voluntary annual reports of banks, bankers, brokers, 
and dealers for the years prior to 1935, and on required weekly reports beginning in 
January, 1935. 

3° The New York Stock Exchange membership also attempted to show that the 
increase of margin requirements in April, 1936 (from 40 to 55 per cent), induced a 
large withdrawal of foreigners’ brokerage accounts. The following is quoted from a 
memorandum of the Exchange: 

“. ... Acanvass of 32 prominent member firms with debits in excess of $100,000 
in commission accounts, reveals the fact that 20 of these firms report that between 
March 31st and July 31st, 1936, dollar balances of private foreign customers have 
decreased an average of 21 per cent, and of foreign dealer customers (omnibus ac- 
counts) 29 per cent; that this has occurred despite an increase in number of accounts 
by 6 firms; that out of the remaining 12 firms which show increases in dollar balances 
in this period, 10 of them recite special reasons for those increases; only 3 reporting 
the increases as normal; in the group of firms which have been longest and most sub- 
stantially engaged in the foreign commission business, all show decreases in all four 
items, viz., private customers’ debits, dealers’ debits (omnibus accounts), number of 
private accounts, and number of dealers’ accounts.” 

The withdrawal or reduced activity of many foreigners’ brokerage accounts in 
New York seems to be confirmed. But it has to be noted that foreign debit balances 
reported in security accounts with American bankers and brokers increased from 
$84 millions in July, 1936, to $127 millions in March, 1937. 
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the opinion is unprovable that the amount of American resident 
trading in foreign markets would have appreciably enhanced the 
turnover on the New York exchanges even if it could somehow 
have been fully recovered. Nor can proof be forthcoming of the 
extent to which “diverted” trading of any sort contributed to the 
enlargement of the London and Amsterdam markets in American 
securities. 

Effects upon New York stock-market prices.—The transmission 
of foreign stock-market trading influences to New York Stock 
Market prices is effected tangibly through the actual impact of 
arbitrage and other orders emanating from the foreign markets 
onto the New York market and, in addition, through the psycho- 
logical reaction of New York market traders to the price tendency 
manifested in the foreign centers. As indicated previously, the 
impact of foreign transactions upon the New York market is mag- 
nified by their concentration in market leaders in the early hours 
of the trading session. 

When the attempt is made to identify concretely the effects 
of foreign stock-exchange activity in American securities upon 
New York market prices, the discrepant evidence again is discour- 
aging. The amount of foreign purchases and sales in the New York 
market which reflect directly the fluctuation of turnover and 
prices of American securities in the London and Amsterdam stock 
markets cannot be identified. The statistics of joint-account ar- 
bitrage transactions only partly measure the volume of transac- 
tions with which we are concerned here. The nearest quantitative 
approach that can be made to this problem is the analysis pre- 
sented in the preceding section of the relationship between New 
York market stock price fluctuations and total foreign purchases 
and sales of American securities in the New York market. 

However, the statistics of joint foreign arbitrage transactions 
in American securities may be considered with some interest." 
During the four years 1935-38 this joint account turnover aver- 
aged between 1 and 1.5 per cent of double the total value of sales 

* The statistics of weekly reported transactions in American securities in joint 


foreign arbitrage accounts are published in U.S. Treasury Department, Statistics of 
Capital Movements 
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on the New York Stock Exchange. Although the arbitrage net 
movement of American securities (i.e., arbitrage net purchases 
[+] or sales [—]) was generally in the same direction as the net 
movement resulting from all foreign transactions (including arbi- 
trage) in the New York market, arbitrage net movements oppo- 
site to those of the latter were numerous. 

The most interesting part of these data is the showing for the 
two months of April and May, 1937. This was a period of reced- 
ing New York stock prices—a decline which began in March and 
lasted until early in July.* For the two months, arbitrage net 
sales in the New York market totaled $17.4 millions while all for- 
eign transactions in New York (including arbitrage) resulted in 
net sales of $14.5 millions—less by nearly $3 millions. This sug- 
gests that the foreign liquidation absorbed by the New York 
market at this time came mostly from the London and Amster- 
dam markets, resulting from selling of speculative positions which 
were built up during the preceding bull movement.** 

The small amount of this speculative liquidation in New York 
may be explainable by two principal conditions: first, the foreign 
markets must have been broad, so that a substantial speculative 
demand came forth as prices declined; second, the foreign invest- 
ing public continued to provide moderate buying support, or at 
least was not selling heavily. This hypothesis is not conclusive, 
but it is helpful in explaining how serious aggravation by foreign 
selling of the disastrous fall of the New York market in the au- 
tumn of 1937 was avoided. 

Short-selling and manipulation—The question of short-selling 
of American securities in foreign markets cannot be analyzed di- 
rectly because statistics of short sales are unknown abroad. Turn- 
ing from facts to presumptions, if short-selling of American secu- 
rities in London and Amsterdam occurred in large volume, it still 
does not appear that severe New York market price declines are 


32 See Chart I above. 

33 Reports that the outstanding bull position in the London market was so large 
as to cause apprehension among market observers are given in the following places: 
Wall Street Journal, October 20, 1937; New Statesman and Nation, May 1, 1937; 
p. 748, and October 16, 1937, p. 626. 
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traceable to such activity. A better presumptive case might even 
emerge in favor of the orthodox opinion that large short positions, 
if they existed, exercised a stabilizing influence, and may partly 
explain the satisfactory absorption of bull positions outstanding 
abroad at the onset of the autumn, 1937, selling crisis. 

Likewise, only a smattering of evidence is obtainable on the 
question of manipulation, which has been aired almost entirely 
with respect to the possibilities rather than the actual conduct of 
operations in and from the London and Amsterdam stock mar- 
kets. It has to be conceded that the possibilities argued have been 
genuine and that the detection of actual maneuvers is difficult. 
The Securities and Exchange Commission investigated a few 
cases in which circumstantial evidence of manipulation was traced 
to parties operating from the London market. In these instances 
the alleged manipulations were conducted in the New York mar- 
ket by the foreign operators through New York commission 
houses. There is no information as to manipulative activities 
within the London and Amsterdam stock exchanges. 

Discouragement of foreign stock-exchange trading in American 
securities by New York Stock Exchange action.—Should discourage- 
ment of European market trading in American securities have ap- 
peared as a desirable purpose of New York Stock Exchange pol- 
icy, attention would have had to be given to various obstacles 
to practical achievement of the purpose. The methods available 
to the New York Stock and Curb exchanges and holding any 
prima facie possibility of adequate results would seem to be lim- 
ited in the main to restriction of arbitrage with foreign markets.** 

The theory that arbitrage restrictions would act as a deterrent 
of foreign-market trading in American securities subsumes two 
principal ideas, respecting the effects of such restrictions upon 
prices of such securities in the foreign markets as compared with 
New York prices. First, it is held that the range of possible varia- 
tion of foreign-market prices above and below the New York 
prices for a security would be increased by such restrictions. 

34 Commission discriminations against foreign transactions in this market might 


also be considered. However, the problems they raise are not of sufficient interest 
for treatment here. 
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American securities would as a result become purchasable or sal- 
able in the London and Amsterdam markets at less advantageous 
prices than in New York. Second, for a similar reason the ability 
of professional traders in the London and Amsterdam markets 
to deal in American securities at small differentials between their 
bid and ask prices would be impaired. The spreads between bid 
and ask in the foreign markets would widen and thus reduce there 
the attraction of in-and-out trading in American issues. In short, 
the restriction would be designed to obstruct the traditionally 
recognized primary function of arbitrage, of minimizing inter- 
market price differences for the same or equivalent securities, and 
also its secondary function of facilitating liquidity within foreign 
markets. 

Would prohibition of foreign arbitrage have caused the de- 
sired attenuation of the London and Amsterdam markets for 
American stocks? Or, would these markets have been capable of 
continued activity without serious loss of attractiveness in respect 
to prices and liquidity? 

The market-facilitating function of arbitrage consists primarily 
in this: that the arbitrageurs provide bids for and offers of secu- 
rities in one market on the basis of actual or expected bid-and-ask 
prices in another market. The prices at which they can afford to 
trade will necessarily include at least certain charges incidental to 
the purchase in one market and sale in another, or vice versa. It 
follows that the arbitrage selling price in London (vis-a-vis New 
York) tends to be the New York ask price plus arbitrage expenses, 
while the arbitrage buying price in London tends to be the New 
York bid price minus arbitrage expenses. Hence, the higher the 
arbitrage expenses the wider will be the spread between the arbi- 
trage buying and selling prices in each market. 

Now, what would have been the likely effect of increasing this 
arbitrage buying-and-selling-price spread upon the prices of 
American securities in the London market? In the case of an issue 
in which there is little or no trading interest in London the effect 
is simple and straightforward. The London bid-and-ask prices 
would be at least as wide apart as the arbitrage buying and selling 
prices in London. Jobbers would be unwilling to go long or short 
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of the security at prices better than this to the seller or buyer, re- 
spectively, because of the poor prospect of reselling or covering 
the short position in their own market. 

But the price situation departs from this simple case when the 
security in question is more or less actively traded and a relatively 
large floating supply of it exists in the foreign market. Now the 
jobbers will base their trading prices not alone on the bid-and-ask 
terms afforded by arbitrageurs but also on their expectation of 
reversing their transactions in the London market. In active 
London trading the jobbers might turn over several thousand 
shares of an issue during a daily session and find themselves with 
long or short positions of only a few hundred shares which they 
either might desire to work off by selling to or buying from arbi- 
trageurs or might be willing to hold for a short time. But in this 
state of affairs the dependence of jobbers upon arbitrage for the 
profitableness of their operations is clearly reduced. The larger 
their turnover within the London market, the more inclined they 
would be to deal at close bid-and-ask prices, and to accept if need 
be some loss in undoing positions in transactions with arbi- 
trageurs. Thus it cannot be confidently predicted that American 
security trading in foreign stock exchanges would have been se- 
verely curtailed as a result of prohibiting arbitrage with the New 
York market. 

Finally, the extent to which adverse price effects of the sort 
just considered would actually have discouraged Europeans from 
trading in American securities in the London and Amsterdam 
markets is uncertain. From the fact that the public might have 
had to trade at somewhat less favorable prices in London as com- 
pared with prices in New York, it does not automatically follow 
that their willingness to trade there would have fallen off severely. 
The widespread disposition of Europeans in the past to purchase 
and sell American securities through foreign brokers and banks 
even though the transactions could be carried out more cheaply 
through the branches of New York Stock Exchange members can- 
not be overlooked. 

Summary.—The foregoing analysis is disappointing in its yield 
of positive conclusions. The exposition has had to dwell upon 
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factual and analytical discrepancies affecting various allegations 
of objectionable effects of European speculative markets for 
American securities upon the welfare of the New York Stock Ex- 
change within the past decade. Even if some of these arguments 
are true, they are unprovable from the obtainable evidence. Lon- 
don and Amsterdam market activity in American securities is a 
quantitative fog in virtually every important aspect. The ab- 
sence, in this study, of systematic statistical analysis of trading 
turnover, stock prices, margin trading, short sales, etc., in these for- 
eign markets is due to the simple fact that such data do not exist. 

It is admissible that the American security markets in London, 
and in some smaller degree in Amsterdam, from 1935 to 1937 were 
sufficiently active and diversified to make some of the questions 
raised regarding their effects on the New York market worth con- 
sideration. On the other hand, it cannot be proved that Securities 
Exchange Act or federal government tax policies, by “diverting” 
business from the New York market, were important (or how im- 
portant they were) as causes of the turnover of American secu- 
rities in the London and Amsterdam markets. Nor can it be shown 
that “diversion” of business from the New York market to the 
London and Amsterdam markets bears any important responsi- 
bility for the thinness of the New York market during the past 
decade. On the contrary, in so far as foreigners’ trading in New 
York is concerned, this contention is contradicted by the statis- 
tics. Finally, there is no possibility of proof that “diversion’’ of 
trading from the New York market, whatever its causes, was of 
any importance in contributing to the growth of the London and 
Amsterdam markets for American securities. 

These voids and gaps in the evidence do not remove all sub- 
stance from the diversion arguments. The international competi- 
tive position of the New York Stock Market was altered during 
the 1930’s in many ways adverse to its turnover, and it may be 
that the London and Amsterdam markets for some American se- 
curities derived some positive advantage therefrom. 

But it is a long step from the provable or even reasonably pre- 
sumptive elements in the case to the position that the New York 
Stock Exchange should have attempted to interfere with trans- 
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actions on the foreign stock exchanges with the object of bettering 
its business at their expense (or of preventing them from further 
injuring its turnover). The problem of practical ways and means, 
by which the Exchange might have pursued the immediate pur- 
pose of reducing the foreign markets, alone posed formidable dif- 
ficulties. And even if this purpose could have been accomplished 
the Exchange would have stood to incur important losses of 
foreign business, and it could have had no confident expectation 
of making them up, let alone of achieving a net betterment of its 
turnover. 

The diversion arguments were advanced not only to urge Stock 
Exchange action against the foreign stock exchanges, but also to 
show the need for modification of the Securities Exchange Com- 
mission’s regulatory policy. That the Commission did not respond 
favorably is not surprising. The national policy of security market 
regulation designed to prevent speculative abuses was not being 
defeated by the foreign stock-exchange trading in American se- 
curities, even though this activity conflicted with the Commis- 
sion’s aims in some degree. The positive grounds for reversal of 
this policy, in order to improve the New York Stock Market’s 
international competitive position, were clearly weak, especially 
as against the positive philosophy and justification of the policy 
of market regulation. 

The perceivable effects of foreign stock-exchange trading in 
American securities upon stock-price movements in the New 
York market were at the most of a contributory rather than of an 
initiating character. Foreign stock-exchange speculation lent ex- 
tra impetus to the bull movement in American shares in 1936 and 
early 1937—which might be rated as undesirable from the stand- 
point of general economic and financial stability in the United 
States. Likewise, this activity accentuated somewhat the flow of 
foreign capital into American securities and thus enlarged the 
gold inflow to some extent. On the other hand, the deflationary 
influence traceable to foreign stock-exchange trading in American 
shares does not appear to have been important.* 


3sIt can be argued that the bidding-up of share prices during the bull-market 
period magnified the potential fall of share prices in the autumn crisis in 1937. 
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V. REGULATING THE MOVEMENT OF FOREIGN CAPITAL 
IN AMERICAN SECURITIES 

This section deals with possible American governmental meas- 
ures designed to regulate the movement of foreign capital invested 
and speculated in American securities. The exposition is written 
in terms of the situation as it existed in 1936 and 1937, when the 
federal government was considering measures of interference in 
foreign investment and speculation in American securities. In 
general, the methods would have consisted either of direct quanti- 
tative control over foreigners’ purchases and sales within the 
United States or of measures affecting the income and capital 
gains receivable by foreigners from their holdings. The type and 
scope of restrictions which might have been regarded as feasible 
by the authorities would have depended upon circumstances and 
general policies prevailing at the time of decision. If foreign-ex- 
change control had been adopted in the United States, the gov- 
ernment’s command over new foreign purchases in the New York 
market would have been virtually complete, and means of regu- 
lating foreigners’ sales in this market could have been devised 
without difficulty. 

However, such extremely restrictive measures are not of much 
analytical interest. Given the will on the part of the authorities 
to go so far in closing the New York market to foreigners and 
encumbering the market’s dealings with regulative trappings, the 
effectiveness of the system would be mainly a matter of proper 
organization and routine efficiency. 

On the other hand, policy might have sought to control this 
capital movement while at the same time avoiding foreign-ex- 
change control and minimizing encumbrance of the stock market. 
In this case the purposes of restricting capital inflow, of causing 
an outflow of capital already here, or of allowing or inducing 
movements in either direction within desired limits would have 
encountered practical difficulties which can be outlined in a study 
of a few likely devices. The taxation proposals considered by the 
federal authorities in 1937°° provide an adequate basis, comprising 


3° New York Times, February 16, 1937, p. 31; Journal of Commerce, February 18, 
1937, P. I. 
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(1) a system of taxes on foreigners’ incomes and capital gains 
from their holdings and trading of American securities, possibly 
supplemented by (2) special taxes levied upon stock-exchange 
transactions in American securities for foreign accounts, and 
(3) discriminatory increase of margin requirements in foreigners’ 
trading accounts with American bankers and brokers. 


ADMINISTRATIVE QUESTIONS 

a) Taxation of foreigners’ interest and dividend income.—The 
problem of curtailing foreigners’ income incentives to place or hold 
their funds in American securities was administratively simple 
and straightforward, and it required no innovation in fiscal meth- 
od. The existing system of taxation of nonresident alien “fixed 
and determinable income’’’’ derived from sources within the 
United States was easily adaptable for this purpose by merely 
altering the rates of tax prescribed in the statute. Besides, there 
seems to be no doubt of the efficiency of this system as regards 
administrative economy and prevention of evasion. 

In the existing federal tax law all “fixed and determinable in- 
comes”’ derived from sources within the United States by foreign 
persons were taxable. The taxes, with one exception, were levied 
against the gross income at flat rates and withheld from the in- 
come in question by domestic American paying agents before its 
payment to any nonresident person.** Under the Revenue Act of 
1936 the liability for tax was fully satisfied by domestic withhold- 
ing of 10 per cent in the case of incomes payable to foreign indi- 
viduals and 15 per cent in the case of foreign corporations, except 
dividends (in general) to which a rate of 10 per cent applied.** 

37 The fiscal concept of “fixed and determinable annual or periodic gains” is 
defined in Revenue Act of 1936, sec. 143. 

3%* This discussion refers to the classes of taxpayers defined in the law as non- 
resident alien individuals not engaged in trade or business within the United States 
and not having an office or place of business therein, and nonresident foreign corpo- 
rations. These flat-rate provisions are not applicable to nonresident alien individuals 
engaged in trade or business in the United States ...., and to resident foreign 
corporations, which are subject to the regular domestic schedule of taxes on their 
incomes from American sources (cf. Revenue Act of 1936, Regulations 94, chaps. 
xxvi and xxvii). 

39 For special reasons the law also provided in the case of nonresident aliens re- 
siding in Canada that these rates might be reduced by treaty with the Canadian 
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Withholding of tax by domestic distributors of taxable income 
to nonresident aliens had proved highly satisfactory to the Treas- 
ury. Besides the strong enforcement arm of definite legal respon- 
sibilities placed upon the withholding agents (banks, brokers, 
corporations, and others), an elaborate system of information 
returns, and of ownership certificates in the case of certain inter- 
est remittances, gave the Treasury an effective means of verifying 
the income flow and the accuracy of tax returns. This whole sys- 
tem, administered with exceptional diligence and inquisitiveness 
by the Bureau of Internal Revenue, limited evasion possibilities 
to a practical minimum, and it seems unlikely that higher rates of 
tax would have stimulated successful evasion to any important 
extent. 

b) Taxation of alien capital gains —The problems of effectively 
taxing nonresident alien capital gains are formidable, and the 
Treasury’s experience in this field was significant in showing the 
practical difficulties this form of taxation entails. Prior to the 
Revenue Act of 1936, the income-tax laws held capital gains 
derived from the sale or exchange of assets in the United States 
by nonresident aliens liable for both normal tax and surtax. Since 
withholding applied only to taxable income other than capital 
gains, collection depended upon the voluntary reporting of gains 
by the foreigner and payment of the tax thereon. The system was 
recognized to be a complete failure, and in 1936 the liability of 


government to a flat rate of 5 per cent, applicable to all income payable to such 
individuals and to dividends (only) payable to corporations organized under the 
laws of Canada (Revenue Act of 1936, secs. 211 and 231). 

This simple scheme of the Revenue Act of 1936 was complicated by provisions 
added in the Revenue Act of 1937 (the so-called tax-loophole law) although the 
effective basis of the 1936 arrangements was retained. The modification consisted in 
prescribing a special class of nonresident alien individuals receiving taxable incomes 
in excess of $21,600. The withholding provisions continued in effect as regards such 
incomes, but the regular domestic normal tax and surtax were constituted as the 
full tax liability; therefore, by these new provisions such foreigners were obligated 
to report their taxable incomes and pay the remaining excess of the tax due above 
the withheld 10 per cent. The purpose of this change was to get at the upper surtax 
bracket incomes of nonresident aliens, the 10 per cent withholding rate being equiva- 
lent to the normal tax and surtax on an income of $21,600 (unmarried person, no 
dependents). However, the enforcement and revenue-producing possibilities of these 
new provisions are doubtful. 
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nonresident aliens for future capital gains from sales of assets 
within the United States was abolished. Congressional commit- 
tees reporting on the revenue bill pointed out that it had been 
found administratively impossible to assess and collect this tax.‘ 

Effective taxation based upon the amount of the capital gains 
of nonresident aliens from American security transactions clearly 
entailed extensive administrative arrangements to deal with the 
following problems: (1) the necessity of having within the United 
States persons or property against which enforcement processes 
could be directed, and access to records necessary for determina- 
tion of the amount of taxable gains; (2) the ease with which securi- 
ties and funds involved in their purchase and sale could be smug- 
gled; (3) the volume of American security certificates already held 
outside of the United States and the availability of foreign stock- 
exchange facilities for trading in these certificates; and (4) the 
existing extensive holdings of American securities in American 
names (by banks, brokers, and others both in the United States 
and 2broad) for foreign beneficial owners. These problems might 
have been approached in two ways: either by effective induce- 
ments to the foreigner to report his gains or by canalizing trans- 
actions for foreign principals through designated domestic agents 
who would be responsible for tax payments. 

The first alternative—that of providing suitable inducements 
to foreigners to report their gains—would have required the with- 
holding of a portion of the proceeds of security sales in the United 
States for foreign account pending determination and settlement 
of tax obligations. Otherwise the absentee foreigner and his prop- 
erty (including the gains in question) would be beyond reach of 
the American tax authorities. Presumably the withholding device 
would be an ad valorem tax on the sale of securities within the 
United States for foreign nonresident account. In effect the Treas- 
ury would hold a tax-payment guaranty fund from which re- 
funds would be made to foreigners upon rendering of proof that 
their actual tax obligations were less than the amount withheld. 

For such a scheme administrative arrangements would have 


4° Senate Committee on Finance, The Revenue Bill of 1936 (Report No. 2156 
[74th Cong.; 2d sess]). 
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had to be made (1) for the purpose of identifying transactions 
executed for foreign beneficiaries, probably necessitating either 
complete prohibition of American nominees or some policing of 
nominees to assure disclosure of their transactions for the foreign 
party; (2) for handling refunds of tax overpayments; and (3) for 
verifying the accuracy of taxpayers’ returns. This third problem 
would have presented cases of extreme difficulty when securities 
sold in the United States actually or allegedly were originally pur- 
chased abroad. The American authorities would be unlikely to 
have had access to the pertinent records of foreign bankers and 
brokers, so that a serious opening for evasion would have existed. 

The possibilities of evasion and the fact that foreigners would 
still be free to realize capital gains by selling in a foreign market 
might have complicated the effect of such a measure on foreign 
speculative trading in American securities. Some of the foreign 
speculative transactions normally made in New York would have 
been diverted to European stock exchanges, so that the latter 
would be forced to absorb foreign selling previously handled in 
New York. The problem of dealing with the tax would then have 
been shifted in some degree to the professional arbitrageurs. The 
ultimate tendency might have been a somewhat lowered scale of 
prices for American securities in foreign markets than in New 
York, the amount of the difference depending upon the prices at 
which the arbitrageurs were willing to operate,“ and a general 
avoidance of the steeper rates of the American tax by speculative 
traders. 

The possible objectives of such a sales tax are not limited to the 
purpose of inducing foreigners to report their capital gains. The 
tax might simply have been set up as a forthright capital levy 
designed to discourage foreign speculative trading as well as long- 
term investment in American securities, without any provision for 
refund of tax overpayments calculated from the domestic capital 
gains-tax schedule. If this had been done, the administrative 
problem would have been simplified by eliminating the refund and 
capital-gain verification tasks, although the American nominee 


4* The spread might not be substantial since professional arbitrageurs would be 
able to show much smaller taxable gains than those realized by the speculators. 
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and smuggling problems would have remained. Needless to say, 
the foreign reactions to such an outright tax discrimination 
against foreign property would only too likely have taken the 
form of concrete retaliation against American commercial or in- 
vestment interests abroad. 

The second method—that of canalizing foreign transactions— 
would have contemplated drastic innovations in the relations of 
foreign investors and speculators to the American security mar- 
ket. Every nonresident alien would have had to designate a single 
American nominee through which all of his security transactions 
in the United States would be routed. The nominee would then 
be in possession both of the records necessary for the determina- 
tion of taxable gains and of property against which tax liability 
could be enforced and would assume responsibility for the filing 
of returns and payment of the tax. The effectiveness of such a 
scheme would have depended on the enforcement of the nominee 
arrangement, entailing an immense amount of costly administra- 
tive detail and market interference. In effect, the government 
would then be licensing foreigners to purchase or sell securities on 
domestic stock exchanges; and brokers, before executing orders, 
would presumably need to have certification of the identity of the 
beneficiary and his nominee, and elaborate means for preventing 
evasion through multiple nominees for the same foreign bene- 
ficiary would have had to be devised. 

Probably the mere existence of such a regimen would have gone 
a long way toward smothering foreign speculative trading in 
American stock markets. One avenue of evasion might still have 
remained to be closed—namely, the foreign stock exchanges. If, 
even after the shock of the introduction of such a system, for- 
eigners continued to be interested in trading and investing in 
American securities, they would undoubtedly have attempted to 
center their business in foreign stock exchanges. The traffic in 
American securities between New York and foreign countries 
would then have narrowed down mostly to arbitrage and other 
professional transactions. To the end of breaking up the foreign 
markets these channels would have had to be burdened, possibly 
by some special form of taxation, combined with some method of 
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differentiating share and bond certificates owned abroad from 
those held within the United States (so as to prevent foreign- 
owned certificates from being smuggled in and sold as American 
property). 

c) Margin requiremenis.—In order to discourage foreign specu- 
lation on American stock exchanges higher margin requirements 
for foreign accounts with American brokers and banking institu- 
tions, perhaps to the extent of placing all foreign transactions on a 
cash basis, might have been adopted. The administrative and en- 
forcement problems of such a measure would not have been diffi- 
cult, but the availability of foreign banking and stock-exchange 
facilities for trading and financing transactions in American securi- 
ties would have remained to be dealt with. The measure was only 
suitable as a complement of a wider program. 

While various other possible control schemes and their ad- 
ministrative complications could be elaborated at great length, 
this modest survey seems to provide an adumbration of the limits 
of administrative feasibility in the types of measures most serious- 
ly considered in 1936 and 1937. Perhaps the discussion magnifies 
some of the difficulties of the capital-gain tax problem overmuch. 
Still, it hardly seems likely that the technical refinements over- 
looked here are important enough to make the devices in question 
appear much more attractive. The conclusion seems to emerge 
that the capital-gain problem was technically unmanageable with- 
out recourse to excessively burdensome arrangements. However, 
this fact does not destroy the possibility that a reasonably success- 
ful policy of discouraging foreign speculation and investment in 
American securities might have been worked out by means of an 
administratively practicable measure such as the yield tax, pro- 
vided that the aims of the policy were temperate and not too 
exacting with respect to some faults in its manner of operation.” 

Control measures and net investment and disinvestment of foreign 
capital in American securities—Technical limitations and imper- 

# The faults include the injustice of penalizing the foreign long-term investor 
while allowing the short-term speculator in American securities to pursue his activi- 


ties freely; and the fact that this type of tax would not directly (although it would 
indirectly) restrain short-term speculation. 
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fections in the available methods of regulating foreign ownership 
and trading of American securities evidently reduced materially 
the reasonable scope and the attainable niceties in the execution 
of such a policy. Both of these matters can be clarified further by 
examining the practical possibilities of gearing the regulatory pro- 
cedures to the amounts of periodic net investment or disinvest- 
ment of foreign funds in American securities which might have 
been deemed to be satisfactory objects of the policy. Even if the 
sole aim of the authorities had been to cause a reduction of exist- 
ing foreign holdings, this was a problem of some delicacy because 
of the uncertain and varying absorptive possibilities of the domes- 
tic securities markets under changing conditions. It would not 
have been enough simply to affirm that this reduction was in- 
tended to be accomplished gradually over a period of years (which 
seems to be the only sensible object of such a policy). 

At the outset the conclusion is inescapable that pre-determina- 
tion of the rates of tax and other burdens appropriate to bring 
about the desired amounts of foreign disinvestment of American 
securities, and at the most desirable times, presented profound 


difficulties. The margin of error in evaluating the factors influenc- 
ing the flow of foreign investment and speculative capital pre- 
vented any sort of assured estimate of the results to be expected 
from rates of tax neither so heavy as to be prohibitive nor so light 
as to be ineffective.‘ Moreover, uncertain speculative reactions 


43It may be observed that the increases of the effective rates of withholding 
tax applicable to nonresident aliens in 1936 exerted no perceivable effect upon 
foreigners’ investment in American corporate shares. The increases, shown in the 
following table, became applicable after July 1, 1936, but foreign holdings of Ameri- 
can securities increased from July, 1936, to April, 1937, by $550 millions, about the 
same amount as the net foreign purchases during the preceding year and a half. 








Revenue Act of— 





1035 1936 





Dividends paid by domestic cor- 
porations to individuals ‘ * 10 
Dividends paid by domestic cor- 
porations to corporations . 14 10 
Interest paid to individuals Jai 4 4 10 
Interest paid to corporations... ... 15 15 














* Not taxable. 
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might have caused immediate short-run effects to be more pro- 
nounced than those of the longer-run adjustment. 

The cyclical tendencies of the foreign capital flow invite the 
question whether the force of disinvestment could have been con- 
centrated during a period of cyclical rise in markets. Could tax 
burdens sufficient to encourage an outflow of capital in a rising 
market somehow have been prevented from having a correspond- 
ing effect in a declining market, or could the tax structure have 
been given the necessary flexibility to this end? This would have 
been the most satisfactory outcome. 

The possibility of such flexibility, however, seems remote, espe- 
cially in regard to relaxation of the deterrent. The taxation 
scheme was inherently suited only to a more or less permanent 
policy. Unless authority to alter rates could have been assigned 
to an administrative agency, such as the Federal Reserve Board, 
the process of change requiring congressional action would prob- 
ably have encountered untimely delays. Tax reductions could be 
expected to meet political opposition stemming from anti-alien or 
anti-international banker sentiments. But, disregarding for the 
momeht the possibility of such cyclical adjustments in the tax 
schedule, the amount of induced foreign liquidation in a falling 
market would depend upon the extent to which relative income 
and appreciation prospects of American securities are impaired by 
the tax burden. In this connection, the failure of foreigners on 
balance to sell American securities during the post-boom years 
1930-33 and 1937-38 requires careful interpretation. Among the 
variety of reasons why foreigners tended to hold depreciating 
shares, the expectation that they would share substantially in 
future earnings and capital appreciation must be recognized as a 
major factor. If this prospect had been seriously darkened, would 
the past performances have been repeated? Even if the tax struc- 
ture could have been varied as the market outlook changed, the 
main reason for foreigners to hold on to their investments in 
falling markets would have been weakened, since they would have 
had to look forward to resumption of the heavier burdens when 
prosperity returned. Any policy which might have been conceived 
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of ran the risk of accentuating foreign selling of American securi- 
ties during periods of declining stock prices. 

In the light of these considerations the case in favor of mild and 
cautious measures, and against stringent restrictions designed to 
encourage foreign disinvestment of American securities was de- 
cidedly strong—supposing the desirability of such an object on 
other grounds. Because of the sensitiveness of the stock market to 
depressive influences, and its real importance as a strategic factor 
in the business cycle, avoidance of severe foreign liquidation was a 
foremost principle to be observed in formulating the program. 

A good procedure for such a policy might have been to increase 
the rates of tax withheld from interest and dividends payable to 
nonresident alien owners of American securities, without any at- 
tempt whatever to tax their capital gains. These tax rates could 
have been increased gradually and moderately in successive reve- 
nue acts. Foreigners, recognizing the long-run drift of this policy 
and its purposes, could then be expected to curtail gradually their 
holdings in an orderly fashion. It is true that short-term specula- 
tive buying of American securities might have continued on a 
large scale during rising markets, as in the periods 1926-29 and 
1935-37. In any event, an attempt to employ capital-gains tax 
deterrents against foreigners was profoundly objectionable. The 
administrative regimen necessary to make the policy effective, as 
already shown, would have been excessively burdensome to the 
national economy. In addition, the necessary enforcement para- 
phernalia would probably have appeared so formidable as to pro- 
voke a disruptive liquidation from shocked and frightened foreign 
investors. 

Summary.—The foregoing discussion has treated mainly with 
the technical mechanics of the regulation question. From this 
standpoint it seems that the income tax on interest and dividends 
might have been suitable as a means of pursuing a long-run policy 
of discouraging foreign ownership of American securities. This de- 
vice at least would have had the virtue of being capable of pro- 
ducing positive effects on the foreign investment without neces- 
sitating administrative interference in the workings of the do- 
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mestic stock exchanges. Unless the authorities would have been 
prepared to go very far in interfering with the stock market, the 
problem of regulating foreign short-term speculation in American 
securities, as exemplified by the capital-gain tax, was administra- 
tively unmanageable except by means of some such mild and 
hardly efficacious device as an increase of margin requirements. 

There were, of course, difficulties of other sorts, affecting even 
the comparatively uncomplicated interest and dividend tax as a 
wherewithal of regulatory policy. For example, there was the pos- 
sibility of acute conflict between this income-tax scheme and the 
conceptions of fairness and reciprocity in matters of taxation to 
which foreign governments adhered; and this consideration may 
actually have had some bearing on the failure of the proposals 
taken up by the federal authorities in 1937 to get beyond the 
study stage. However, an elaboration of such conflicts and ram- 
ifications in fiscal and economic policies is superfluous for the 
present study. 
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IV. ADAM SMITH’S NATURALISM 


DAM SMITH, like other writers of his time and of the pres- 
ent, freely used the terms “nature” and “naturally” with- 
out indicating the precise significance to be attached to 

them. Two of the many related senses in which the word “nature” 
was used in the eighteenth century are important for the present 
purpose. Sometimes the word referred to the totality of phenomena 
or some particular aspect thereof, the natura naturata of the later 
scholastics. At other times it implied the “action of Providence,” 
“the principle of all things,” or the activity of God as natura natu- 
rans.™3 Similarly, a “law of nature” might be a statement of ob- 
served regularities of phenomena, e.g., the Newtonian laws of mo- 
tion. Since such regularities of the physical world were regarded as 
the result of divine ordinance, or of ‘“Nature’’ in the second sense, 
the implication of uniformity and permanence was readily trans- 
ferred to ethical laws, “which God imposes upon all men and which 
they may discover by the light of their reason.’”’"*4 This double use 
of the term “natural law” was not peculiar to eighteenth-century 
writers. It had had a long intellectual history going back to the 
ancients, but in the eighteenth century the triumphs of experi- 
mental science added to the prestige of the rationalistic natural 
laws in the moral sphere, though the methodological procedures 
involved were fundamentally opposed.™s 

™ Part I of this article was published in the August issue. 

™3 The great Encyclopédie ([Neufchatel, 1765], XI, 40, s.v. ““Nature”) gives six 
common meanings, which could easily be subdivided further. 

™4 Tbid., p. 46, s.v. “naturelle, loi.” The Encyclopédie distinguishes between lois 
de la nature in the physical sense (p. 41) and Joi naturelle (or droit naturel) in the pre- 
scriptive sense. This distinction was not universally made, at least in English. 

™5 Cf. pp. 487-88, and 497-502 in Part I of this article. 
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Much of the controversy about Smith has centered about his 
use of “nature” and the “natural order of things,” terms which 
have been interpreted as implying substantial agreement with the 
natural-law theories of Grotius, Pufendorf, and Cumberland or 
with Locke’s theory of natural rights. In any event, say some of 
the critics, they indicate a rather important dependence of 
Smith’s ethical and economic ideas on some metaphysics of nature 
closely allied to natural theology. The term “natural law” does 
not appear directly in the Wealth of Nations" and is used sparing- 
ly in the Moral Sentiments. “Nature” is used in both works as 
natura naturata and natura naturans. “Naturally” often means 
merely “‘spontaneously,” “ordinarily,” “obviously,” “without de- 
liberate thought,” or “instinctively” and when so used corre- 


sponds to loose usage at the present time. In other instances, 
however, the terms require a more precise examination. 

Thus there is a “natural course of things” and a “natural order 
of things” determining capital investment, that is, the desire of 
the capitalist to obtain a high rate of return and at the same time 
to be able to watch his investment.” The rate of profit tends to 
be “naturally low in rich, and high in poor countries.’’"* The 


secular trend of falling rates was the “natural effect” of the pros- 
perity of trade."*® Similarly, “manufacturers for distant sale grow 
up naturally, and as it were of their own accord” ;*° the medieval 
church and economy broke down in “the natural course of 
things”; benefit of clergy and other privileges were the “‘natural, 


"6 The nearest approximation would seem to be the passage: “Thirdly, the hope 
of evading such taxes by smuggling gives frequent occasion to forfeitures and other 
penalties, which entirely ruin the smuggler; a person, who, though no doubt highly 
blameable for violating the laws of his country, is frequently incapable of violating 
those of natural justice, and would have been, in every respect, an excellent citizen, 
had not the laws of his country made that a crime which nature never meant to be 
so” (W. of N., V, ii, Part II, art. iv (Cannan, IT, 381]). The Lectures close with the 
sentence: ““Thus we have considered both the laws of nature and the laws of na- 
tions.” In this instance the term does not have any special significance, since the 
chair of jurisprudence was usually entitled a professorship of the law of nature and of 
nations. 

"7 W. of N., III, i (Cannan, I, 359). 119 Tbid., I, ix (Cannan, I, 93). 

118 Tbid., I, xi (Cannan, I, 249). 12° Tbid., III, iii (Cannan, I, 380). 
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or rather necessary consequences of this state of things.’”’** One 
of the main topics of the work was “the natural progress of opu- 
lence,” due to increased division of labor, expanding population 
and markets, and the accumulation of capital. In these instances 
the use of “natural” is essentially equivalent to “as the result of 
economic or political conditions,” for in each case there is an argu- 
ment to show why the given result would occur. There is implicit, 
of course, the assumption that various classes act on self-interest, 
but nowhere is it implied that the given results would occur only 
under a system of laisser faire. Smith holds that wealth had in- 
creased and profits fallen despite the mercantile system, which 
had restricted investment to channels that otherwise would not 
have been followed. “Natural’’ as used here, then, had a quite 
empirical content, devoid of ethical meaning, though the results 
were not irrelevant to social policy. 

In other places “natural’’ is associated with liberty and the 
absence of governmental regulation. Laisser faire is a system of 
natural liberty. Natural price is a competitive price equal to the 
costs of production when the factors are remunerated at their 
“natural rates,’’ which are the “ordinary or average rates” deter- 
mined by free competition.” Here natural price is contrasted 
with market price and so is roughly equivalent to the modern 
“normal” price. But monopoly and governmental action and 
“sometimes natural causes’”’ may keep the market price above the 
natural."** While monopoly and “police” might be regarded as 
violations of natural liberty, “natural causes” could scarcely be 
regarded as conflicting with the laws of nature. It seems prefer- 
able, therefore, to interpret the naturalness of price in terms of 
the usual and ordinary course of economic activity rather than to 
give it a special meaning in terms of the system of natural liberty. 
The enforcement of the settlement laws, however, is an “evident 
violation of natural liberty and justice.”*5 Smith also refers to a 


"1 Tbid., V, i, Part III, art. iii (Cannan, IT, 287-88). 

2 Ibid., I, x, Part II (Cannan, I, 120). 

"33 [bid., I, vii (Cannan, I, 57). 

"4 Ibid. (pp. 62-65). 125 Tbid., I, x, Part IT (Cannan, I, 142). 
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“natural liberty” in the choice of residence and of occupations.” 
Various regulations are condemned as violations of “just liberty” 
and the “sacred rights of private property.”’*’ These phrases have 
a suggestion of Locke about them, even though Smith elsewhere 
rejects this theory. 

The Smithian “early and rude state of society which precedes 
both the accumulation of stock and the appropriation of land’ 
resembles in its economic organization the state of nature of 
Locke and Pufendorf but analytically is used quite differently. 
These writers did not probably regard their state of nature as 
historical or even prehistorical; it was less conjectural history than 
it was an analytic device for discussing the nature of human rela- 
tions in the absence of government. They used this fiction as a 
way of reducing human nature to its simplest elements and so 
derived their theories of natural rights from this elemental human 
nature. Smith’s early and rude state of society was obviously in 
part conjectural, but it corresponded with what was known of 
primitive cultures, and Smith illustrates his arguments by refer- 
ences to known primitive peoples. Smith draws some conclusions 
from his primitive economy, as in the deer and beaver problem, 
but he does not argue that what obtained in the primitive econ- 
omy would remain in more advanced stages of social life. Quite 
the contrary is implied throughout his discussion of the division 
of labor, the pricing process, and the progress of opulence. Those 
who find a labor-cost theory of value throughout the Wealth of 
Nations imply that the conclusions from the hypothetical econ- 
omy are bodily carried over into the analysis of empirical econ- 
omies. The chapters on “natural and market price” and on the 
component parts of price should be sufficient to refute this view, 
though Smith subsequently refers to labor as a measure of value, 
perhaps elliptically, perhaps as a substitute for index numbers in 
measuring real costs.® Moreover, he does not use this economy 
to derive natural laws or rights. Neither the Moral Sentiments nor 

16 Tbid., I, vii (Cannan, I, 58, 64); IV, v (Cannan, IT, 32). 

27 [bid., I, xi, Part II (Cannan, I, 171). 

138 Tbid., I, vi (Cannan, I, 49) (cf. V, i). 

29 Index numbers were, of course, a later invention. 
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the Wealth of Nations discusses the social-contract theory. But in 
the Glasgow Lectures of 1763, referring to Pufendorf’s treatise, he 
says: “It in reality serves no purpose to treat of the laws which 
would take place in a state of nature, or by what means succession 
to property was carried on, as there is no such state existing.””**° 
He also rejects the notion of an original contract and its corollary 
of an implied contract existing in modern states. There is no his- 
torical foundation for the contract theory, which is advanced only 
in Great Britain, though other nations have governments, and, in 
fact, most people in Britain had never heard of the supposed con- 
tract.** Locke’s doctrine that taxation was proper only with pop- 
ular consent is also unfounded, since only in England do the 
people have any voice in the matter, and even there their consent 
is more symbolic than real, considering the methods of parliamen- 
tary representation."** Government is not founded on contract or 
consent but rests on the “principles of authority and utility for- 
merly explained’’**’ and originates with the appropriation of prop- 
erty. Smith justifies the glorious revolution, but on the grounds 
of utility and expediency; the abuse of customs and interference 
with the settled habits and opinions of the people had undermined 
authority and made government less conducive to welfare. Hence, 
when Smith says, “Thus among hunters there is no regular gov- 
ernment, they live according to the laws of nature,’”**4 he cannot 
mean the natural laws of Locke and Pufendorf but rather the 
rules of natural justice explained in the Lectures and in the Moral 
Sentiments. The Lectures in various places speak of natural rights, 
but the term is used to designate personal, as opposed to property, 
rights, following the usage of Roman law."*s The only resemblance 
13° Lectures, p. 2. 


13! Ibid., pp. 11 ff. Smith’s knowledge of the history of the contract theory evi- 
dently was rather limited. 

'# Ibid., p. 69. 

"33 Ibid., p. 13. The reference is to the Moral Sentiments or to the preceding lec- 
tures which covered the same ground. There is a reference to the Moral Sentiments 
in the opening paragraph of this lecture. 

"34 Lectures, p. 15. 

"35 “These rights which a man has to the preservation of his body and reputation 
from injury are called natural, or as the civilians express them iura hominum natur- 
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of Smith’s doctrine to the views of the natural-law school is that 
he also believes that no argument is necessary to justify personal 
rights. But this evident justice of personal rights is not extended 
to property rights."** Smith’s “natural liberty” and “sacred rights 
of private property” do not indicate an acceptance of Locke’s 
theory. Smith believed strongly in freedom and property, and his 
theory of morals sought justification for the ordinary views by an 
appeal to the common consensus of sentiment. 

Since Adam Smith’s theory of morals and his doctrine of nat- 
ural liberty have often been regarded as corollaries of his natural 
theology, it is pertinent to inquire what the relation between his 
theological and metaphysical views was. The task is not easy 
since he treated theology only incidentally to other matters. His 
views have been variously interpreted. Some have regarded him 
as a quite orthodox Christian; one of his biographers believed that 
he shared Hume’s skepticism; a great many have held that he 
accepted some form of natural theology, though it is not entirely 
clear what this term implied. Natural or rational theology was 
opposed to theology based on revelation. It was concerned with 
the metaphysical proofs of the existence of God and with the 
determination of the divine attributes and man’s duties, in so far 
as these could be discovered by reason and experience. Its conclu- 
sions might be in complete agreement with the doctrines of revela- 
tion, as with many of the greatest theologians. But agreement 
was not necessarily implied. Where natural theology assumed a 
strictly determined course of nature and so denied the miraculous 
or refused to entertain propositions not rationally demonstrable, 


His rights to his estate are called acquired or iura adventitia, and are of 
two kinds, real and personal” (ibid., p. 6). Property rights are here not regarded as 
natural. Smith does not follow Locke, as Professor Commons, among his various 
strange interpretations of doctrinal history, supposes (cf. Commons, op. cit., esp- 
pp. 158 ff. 

136 “The origin of natural rights is quite evident. That a person has a right to have 
his body free from injury and his liberty free from infringement unless there be a 
proper cause, nobody doubts. But acquired rights such as property require more 
explanation. Property and civil government very much depend on one another 

..”” (Lectures, p. 8). Like Locke, Smith believed that one of the most important 
functions of government was the protection of property. 
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it clearly conflicted with revealed religion."37 Smith wrote toward 
the end of a century of bitter controversy in theology; heterodox 
views, if expressed too forcefully, might still have been prosecuted 
under the blasphemy laws; his teacher Hutcheson had been ac- 
cused of heresy; he himself was regarded with some suspicion as 
the close friend of Hume. It is, therefore, not surprising that he 
avoided theologic disputes in public and in private, especially 
since his views were probably not orthodox enough for his time 
and place."s* Though greatly influenced by Hume, he probably 
did not completely agree with him.**® It is possible that there is 


137 This was substantially the position of the English and French deists (cf. Sir 
Leslie Stephen, History of English Thought in the Eighteenth Century (London, 1876], 
I, ii-vii; Encyclopédie, XIV, 78, s.v. “Religion naturelle”; XIII, 773, s.v. “Raison’’). 
The deistic position was mainly an attack on revelation, and apparently the force- 
fulness of its arguments was considered bad taste in Smith’s time. The Edinburgh 
Select Society, of which Smith was an important member, discussed anything except 
the deistic controversy and Jacobitism (cf. Rae, Life of Adam Smith, p. 112). The 
conclusions of natural theology were generally designated as “theism.” 


138 There were a number of grounds for the popular suspicion of Smith, consider- 
ing the prevalent attitudes. He did not conduct the traditional Sunday class on 
Christian evidences at Glasgow; he was reputed to have asked the senate to relieve 
him of the duty of opening lectures with prayer, though there is now no record of 
such a petition; there were complaints that his lectures on natural religion departed 
too far from accepted views and that his public prayers were too much given to nat- 
ural religion (Rae, op. cit., p. 60). From a letter of Hume’s (1758) it appears that 
Smith was popularly regarded as a heretic (ibid., p. 133). The Earl of Buchan, his 
pupil and friend, said in apostrophe: “‘Oh, venerable and worthy man, why was you 
not a Christian?” (Jbid., p. 130.) Nevertheless, Smith subscribed to the confession 
of faith before the Presbytery on his assumption of office (Scott, Adam Smith, pp. 
138-39). This may have been regarded as purely pro forma, for Hume apparently 
would have been willing to do the same, had he been elected Smith’s successor in the 
chair of logic. 


39 A quite unusual position was taken by Viscount Haldane, Life of Adam Smith 
(London, 1887), p. 37. He says: “Of all the qualities, of an extrinsic nature, which 
the character of a great man ought to display, moral courage is probably the one 
which the public, perhaps rightly, appreciates most. There is ground for supposing 
that throughout his career Smith was never very frank about his theological opin- 
ions. What these were we do not know. There is no record (that the writer of these 
memoirs has been able to discover) of Smith’s lectures in Glasgow, so far as these 
topics are concerned. But the traditions which survive, and the internal evidence 
afforded by his writings, point to the apparent similarity of his views to those of 
Hume.” It may be observed, however, that tradition almost a hundred years after 
Smith’s death would scarcely seem reliable. The evidence of his writings is a matter 
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an element of deliberate deception in Smith’s remarks about reli- 
gion in the Moral Sentiments. Where freedom of expression is lim- 
ited, some misleading of the unwary is almost inevitable. Perhaps 
he succeeded in misleading posterity, where he intended only to 
appease the pious among his contemporaries. No certain answer 
can be given. 

Adam Smith’s course on moral philosophy, following Hutche- 
son’s precedent, included, as its first part, natural theology, “in 
which he considered the proofs of the being and attributes of God, 
and those principles of the human mind upon which religion is 
founded.”"*° The emphasis on the principles of the human mind 
may indicate that Smith tried to show that religion arose because 
of man’s psychologic needs—a view stated in the Moral Senii- 
ments. The phrase may also indicate that he discussed the on- 
tological proofs of the existence of God, though he could scarcely 
have regarded them as valid, judging from his empirical position 
and his remarks about ontology elsewhere. What he really taught 
must remain a matter of conjecture. It is hazardous to infer, as 
does Hasbach,'* that his position can be determined by compar- 
ing the views of his predecessor, Hutcheson, with those of his suc- 
cessor, Ferguson. If the thesis advanced above, that Smith was 
an empiricist, is correct, his theology must have had what he re- 
garded as an empirical basis. The most cogent arguments then 
would be the teleological arguments that the universe showed a 
regular order, that means were adjusted to ends, and that, there- 
fore, phenomena point to an ordered plan for the fulfilment of the 
divine purpose. With some further inferences from the benevo- 
lence of the Deity, other conclusions might be drawn from this 
result. Smith evidently accepted the argument of design, though, 
as will be shown, he was cautious in drawing inferences from de- 
sign. In the quotations here given, it must be noted, the divine 


about which a variety of opinions may be entertained. The conclusion of the present 
essay is, however, closer to Haldane’s than it is to many other interpretations of 
Smith. 


14° Stewart’s “Account” in Smith’s Works, V, 414. 


4t Untersuchungen tiber Adam Smith, pp. 129 ff. 
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plan is regarded as a final not an efficient cause—a distinction the 
importance of which will be brought out presently. 

In every part of the universe we observe means adjusted with the nicest 
artifice to the ends which they are intended to produce; and, in the mecha- 
nism of a plant, or animal body, admire how every thing is contrived for ad- 
vancing the two great purposes of nature, the support of the individual, and 
the propagation of the species. But in these, and in all such objects, we still 
distinguish the efficient from the final causes of their several motions and or- 
ganizations.*# 


But every part of nature, when attentatively surveyed, equally demon- 
strates the providential care of its Author, and we may admire the wisdom 
and goodness of God even in the weakness and folly of men.*43 


The happiness of mankind, as well as of all other rational creatures, seems 
to have been the original purpose intended by the author of nature, when he 
brought them into existence. No other end seems worthy of that supreme 
wisdom and divine benignity which we necessarily ascribe to him; and this 
opinion, which we are led to by the abstract consideration of his infinite per- 
fections, is still more confirmed by the examination of the works of nature, 
which seem all intended to promote happiness, and to guard against misery. 
But by acting according to the dictates of our moral faculties, we necessarily 
pursue the most effectual means for promoting the happiness of mankind, 
and may therefore be said, in some sense, to co-operate with the Deity, and 
to advance as far as in our power the plan of Providence.'#4 


These arguments were accepted in the main by both orthodox 
and heterodox theologians; indeed, such assumptions are inherent 
in almost any theological system. Certain other passages have a 
quite orthodox ring, as when Smith refers to “‘our Saviour’’**s and 
describes the Old Testament authors as “the inspired writers.’’**° 
Perhaps these phrases should be regarded as mere conventional 
expressions, since there is little evidence that Smith believed in 
revelation. But there is also the passage on the Atonement. In 
the first edition, in discussing eternal rewards and punishments, 
Smith argued: 

Man, when about to appear before a being of infinite perfection, can feel 
but little confidence in his own merit, or in the imperfect propriety of his own 


*# Mor. Sent., I, ii, p. 147 (1st ed., p. 191). This passage and the two following 
were unchanged in all six editions. 

+43 Ibid., II, iii, p. 183 (1st ed., p. 230). 145 Ibid., III, chap. vi, p. 307. 

*# Ibid., II, chap. v, pp. 283-84 (1st ed., p. 284). * Jbid., II, i, p. 128. 
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conduct To such a being, he can scarce imagine, that his littleness and 
weakness should ever seem to be the proper object, either of esteem or of re- 
ward If he would still hope for happiness, he is conscious that he can- 
not demand it from the justice, but that he must entreat it from the mercy of 
God. Repentence, sorrow, humiliation, contrition at the thought of his past 
conduct, are, upon this account, the sentiments which become him, and seem 
to be the only means which he has left for appeasing that wrath which, he 
knows, he has justly provoked. He even distrusts the efficacy of all these, and 
naturally fears, lest the wisdom of God should not, like the weakness of man, 
be prevailed upon to spare the crime, by the most importunate lamentations 
of the criminal. Some other intercession, some other sacrifice, some other 
atonement, he imagines, must be made for him, beyond what he himself is 
capable of making, before the purity of the divine justice can be reconciled 
to his manifold offences. The doctrines of revelation coincide, in every re- 
spect, with those original anticipations of nature; and, as they teach us how 
little we can depend upon the imperfections of our own virtue, so they show 
us, at the same time, that the most powerful intercession has been made, and 
that the most dreadful atonement has been paid for our manifold transgres- 
sions and iniquities.*47 

The long paragraph from which this is quoted appeared in the 
following four editions, which were not revised in any important 
respect. In the sixth edition the paragraph was removed and re- 
placed by a single sentence: “In every religion, and in every su- 
perstition that the world has ever beheld, accordingly, there has 
been a Tartarus as well as an Elysium; a place provided for the 
punishment of the wicked, as well as one for the reward of the 
just.”"4* Even as the passage stood in the first edition, it is no 
certain proof of Smith’s personal convictions. He said that the 
belief in the atonement arose from a natural sentiment; that men 
are convinced “of their manifold transgressions and iniquities”’; 
and, while the last sentence might be understood as including 
Adam Smith among the “we,” there is also a significant “he im- 
agines.” Perhaps Smith suppressed the passage because, as he 
said, he believed that it was misplaced and unnecessary ;‘*° per- 

147 Mor. Sent. (1st ed.), II, ii, pp. 204-6. 

148 Ibid. (Works, I, 156). The sixth edition also deleted (III, chap. i, pp. 190- 
94), among others, a passage of the first edition (III, ii, pp. 257-58), which discusses 
the moral accountability of man to God. The argument, however, was that moral 
accountability to other men preceded, in individual experience, the idea of account- 
ability to the Deity. 

149 Rae, Life, p. 420. 
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haps his views of the coincidence of revelation and his own theory 
of morals changed ;*** perhaps the original paragraph was a sop to 
the Presbytery, no longer necessary when he had ceased to be a 
professor. He retained, however, the preceding paragraph. 

For it well deserves to be taken notice of, that we are so far from imagining 
that injustice ought to be punished in this life, merely on account of the order 
of society, which cannot otherwise be maintained, that Nature teaches us to 
hope, and religion, we suppose, authorises us to expect, that it will be pun- 
ished, even in a life to come. Our sense of its ill desert pursues it, if I may 
say so, even beyond the grave, though the example of its punishment there 
cannot serve to deter the rest of mankind, who see it not, who know it not, 
from being guilty of the like practices here 


The problem of rewards and punishments appears in a number 
of places in the Moral Sentiments. In general, the problem is dis- 
cussed in temporal terms—the approbation or disapprobation of 
men and the feelings of the actors. Nature “bestows upon every 
virtue, and upon every vice, that precise reward or punishment 
which is best fitted to encourage the one, or to restrain the 
other.’ Smith, however, admits that this process is not always 
certain. Occasionally, the innocent are condemned, and then they 
appeal to heaven for redress of their wrongs.**? The “terrors of 
religion” add a further sanction to the rules of morality discovered 
by experience. He did not regard these doctrines as peculiar to 
Christianity but held that similar beliefs were characteristic even 
of primitive religions. The appeal to the justice of the Deity was a 
natural action arising from a universal sentiment, though the 
specific forms of religious belief and practice varied with time and 
place. What he himself believed is not certain. It is clear that he 
held that religion was a response to certain natural sentiments. 

*s° In the sixth edition he was more critical of the usual views of heaven and hell, 
and quoted Voltaire with approval: 


“Vous y grillez sage et docte Platon 
Divin Homére, éloquent Cicéron” (Mor. Sent., p. 226). 

*st Tbid., II, ii (Works, I, 155-56) (1st ed., p. 202). 

‘8 Jbid., III, v, p. 288. 

‘ss This part of his argument was considerably expanded in the sixth edition, 
where the Calas case, made famous by Voltaire, is mentioned. Smith probably 
learned of this miscarriage of justice at Toulouse during his stay there (cf. Mor. Sent., 
III, chap. v, p. 290; III, chap. ii, pp. 205-8). 
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He may have been a tolerably orthodox, if latitudinarian, Chris- 
tian in 1759 and his views may have changed subsequently. 
The frequent references to the Deity in the last edition of the 
ethical essay, far too numerous to constitute merely prudent 
camouflage, would indicate that Smith held to a natural theology, 
despite Hume’s Dialogues. It seems likely that his matured view 
was represented in the Wealth of Nations, where he argued for 
theologic free trade. Freedom in religion would, he said, breed 
tolerance, and eventually the concessions made by each sect 
“might in time reduce the doctrine of the greater part of them to 
that pure and rational religion, free from every admixture of ab- 
surdity, imposture, or fanaticism, such as wise men in all ages of 
the world wished to see established.”*5s 

Granting then that Smith accepted some form of natural the- 
ology, the problem is resolved into a determination of its part in 
his ethical, and so of his normative economic, theories. He makes 
no significant distinction, except in gender, among the terms 
“God,” “Deity,” “Providence,” “Author of Nature,”’ “Director 
of Nature,” and “Nature.’’ Nature is the most common term and 
in his usage is distinct from the empirical universe. She appears 


only as the initial cause of the instincts and emotions which are 
expressed in moral sentiments and as the final cause of moral be- 
havior." The belief in the ultimate benevolence of nature also 
serves to console men in adversity. Nature operated through 
physical laws and the principles of human nature. It seems clear 
that Smith did not expect occasional intervention in human af- 
fairs and there is no evidence that he expected miracles. Since the 


"54 The letter Smith wrote to Strahan on Hume’s death does not indicate any de- 
cided belief in immortality. It aroused considerable controversy. It was attacked in 
a pamphlet by the Rev. Dr. George Horne (A Letter to Adam Smith, LL.D., on the 
Life, Death, and Philosophy of David Hume Esq., by One of the People Called Chris- 
tian), but other divines regarded it as unobjectionable (cf. Rae, op. cit., pp. 311- 
12). 

ss W. of N., V, i, Part III, art. iii (Cannan, IT, 278). 

16 The relegation of Nature to the realm of final causes might be regarded as 
“artful” writing, intended to mislead the unwary, since the Cartesians as well as 
Hume rejected final causes. Thus, some additional support might be given to Hal- 
dane’s view noted above (p. 709, n. 139). 


‘ 
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effects of Nature as cause would be empirically observable phe- 
nomena, analysis could proceed in terms of efficient causes."’’ 

Moral rules, as shown above, are evolved from experience; they 
are the formulation of the attitudes of the spectators to action; 
and these attitudes are conditioned by the common instincts and 
emotions of men; the cause of these instincts and emotions is 
Nature. If Nature is regarded as the activity of the Deity in or- 
dering the universe with some purpose, the rules of morals may 
be regarded as the directions of Nature. 

Since these, therefore, were plainly intended to be the governing principles 
of human nature, the rules which they prescribe are to be regarded as the 
commands and laws of the Deity, promulgated by those vicegerents which he 
has thus set up within us. All general rules are commonly denominated laws: 
thus the general rules which bodies observe in the communication of motion, 
are called the laws of motion. But those general rules which our moral facul- 
ties observe in approving or condemning whatever sentiment or action is sub- 
jected to their examination, may more justly be denominated such. They 
have a much greater resemblance to what are properly called laws, those gen- 
eral rules which the sovereign lays down to direct the conduct of his sub- 
jects.*58 
Empirical science might hesitate at the ready acceptance of the 
evidence for a natural plan, but, after the first step of the founda- 
tion of human nature by Nature is taken, the remainder of the 
theory might be quite empirical. And in so far as Smith treats 
efficient causes, his method is empirical, but he goes a step further. 
People not only acknowledge moral principles, they feel compelled 
to act according to them. Conscience, which directs the will, is 
the consequence of an instinctive regard for others’ opinions, 
made part of human nature by Nature as part of her plan. “Na- 
ture, when she formed man for society, endowed him with an 
original desire to please and an original aversion to offend his 

*s7 It may be objected that this description of the role of Nature is not consistent 
with Smith’s use of “the invisible hand” and the “Director of Nature” as equiva- 
lents of Providence. But God’s invisible hand directed mankind through instincts 
and sentiments. Perhaps Smith held with Newton that the continuance of the uni- 
verse represented the continual action of the divine will or that it existed in its given 
form at the “good pleasure of the Deity,” in Locke’s phrase. Smith does not explain, 


but his theory of morals took what he regarded as the facts of human nature as the 
point of departure. 


*8* Mor. Sent., III, chap. v, p. 283. 
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brethren.’"5* And Nature rewards conformity to her rules by a 
feeling of self-approbation as well as the approval of others. Na- 
ture is thus used to explain why people act on moral principles. 
Analysis could show what was commonly approved, but it could 
not itself compel action or provide an ethical sanction. Analysis, 
as Hume had shown, could not bridge the gap between the “is” of 
its own propositions and the “ought” that would determine con- 
duct. Though Nature could impel men to moral conduct, she 
acted only through man’s sentiments, which, of themselves, were 
adequate for social life. “It is thus that man, who can subsist only 
in society, was fitted by nature to that situation for which he was 
made.”*® Religion is a natural response to human needs for ethi- 
cal sanctions. 


And thus religion, even in its rudest form, gave a sanction to the rules of 
morality, long before the age of artificial reasoning and philosophy. That the 
terrors of religion should thus enforce the natural sense of duty was of too 
much importance to the happiness of mankind, for nature to leave it depend- 
ent upon the slowness and uncertainty of philosophic researches.** 


Smith’s argument, then, is that the sanctions for morals are to 
be found directly in human nature. The individual by various 
instincts was influenced to act in ways generally approved; and in 
practice this general approval was given to conduct beneficial to 
society, or, at least, actions injurious to society or violations of 
justice were disapproved. Religion provided an external sanction, 
at least in men’s thought, but religion itself was in accord with 
basic passions of human nature. Once Nature had constituted hu- 
man nature nothing more was necessary to assure the well-being 
of society. Smith regarded these conclusions, however, as valid 
inferences from phenomena. He did not argue that all men be- 
haved morally, only that Nature had provided the sentiments 
necessary to make it possible for him to live in society, where 

189 Tbid., III, chap. ii, p. 200. 

160 Tbid., II, ii, chap. iii, p. 145; cf.: “in order to enforce the observation of justice, 
therefore, Nature has implanted in the human breast that consciousness of ill-desert, 
those terrors of merited punishment which attend upon its violation, as the great 
safeguards of the association of mankind, to protect the weak, to curb the violent, 
and to chastise the guilty” (p. 147). 

161 Tbid., III, chap. v, p. 281. 
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justice, the virtue for which there were the strongest sentiments in 
evidence, was an ethical minimum. If Smith had stopped in his 
analysis with human nature as the ultimate data and had neg- 
lected the problem of natura naturans as the cause of sentiments, 
nothing would have been detracted from the cogency of his ethical 
theory. It is in this sense that the metaphysics of nature is not an 
essential part of his theory. 

Some of the commentators on Adam Smith’s economic theories 
have maintained that the naturalistic metaphysics and theology 
of the Moral Sentiments implied a harmonious moral and social 
order and that this principle of harmony was implicit in Smith’s 
system of natural liberty in the Wealth of Nations. By implica- 
tion, at least, this line of argument has asserted that the norma- 
tive economic program stood or fell with the acceptance or rejec- 
tion of the naturalistic metaphysics. Smithian economics, there- 
fore, might easily be rejected by those who accept either more or 
less theology than did Adam Smith or at least adhere to different 
theologic theories. Professor Viner has defended a different point 
of view. 

In his Theory of Moral Sentiments, Smith develops his system of ethics on 
the basis of a doctrine of a harmonious order in nature guided by God, and 
in an incidental manner applies his general doctrine with strict consistency 
to the economic order What we have, therefore, in the Theory of Moral 
Sentiments is an unqualified doctrine of a harmonious order of nature, under 
divine guidance, which promoted the welfare of man through the operation 
of his individual propensities The significance for our purposes of this 
virtual disappearance from the Wealth of Nations of the doctrine of an order 
of nature designed and guided by a benevolent God, is that it leaves Smith 
free to find defects in the order of nature without casting reflections on the 
workmanship of its Author."® 


In agreement with Professor Viner it is the contention here that 
the order of nature played no significant part, in the sense often 
ascribed to it, in the Wealth of Nations. But it is contended further 
that Smith’s theory of ethics did not rest directly on the doctrine 
of the order of nature, that this order contained no implications of 
specific standards or policies, which had to be found in phe- 


a Jacob Viner, “Adam Smith and Laissez Faire,” in J. M. Clark et al., Adam 
Smith, 1776-1926 (Chicago, 1928), pp. 119, 125, 127. 





718 HENRY J. BITTERMANN 


nomena directly. While Smith believed in some natural order, he 
stated his theory in a form such that its main conclusions could be 
accepted or rejected irrespective of the implied theological sanc- 
tion. In any event, the precise implications of the alleged “har- 
mony” of the order must be scrutinized. 

The assumption of a divine plan operating through human 
nature in itself may imply a harmonious order, taking the ration- 
ality and beneficence of nature for granted. There are certain pas- 
sages in both works that lend a certain color to this view. One of 
the few economic generalizations in the Moral Sentiments is that 
inequality of wealth is conducive to general welfare. In discussing 
the influence of utility on moral sentiments Smith argues that the 
appropriateness or fitness of “any production of art’’ is often 
valued more “than the very end for which it was intended,” that 
means become ends. The same reasoning is applied to the desire 
for wealth. Nature “imposes upon us” in creating the irrational 
desire for wealth beyond needs as a means of stimulating eco- 
nomic activity, and this deception has beneficial economic conse- 
quences. He says: 

The produce of the soil maintains at all times nearly that number of in- 
habitants which it is capable of maintaining. The rich only select from the 
heap what is most precious and agreeable. They consume little more than the 
poor, and in spite of their natural selfishness and rapacity, though they mean 
only their own conveniency, though the sole end which they propose from the 
labours of the thousands whom they employ, be the gratification of their 
own vain and insatiable desires, they divide with the poor the produce of all 
their improvements. They are led by an invisible hand to make nearly the 
same distribution of the necessities of life, which would have been made, had 
the earth been divided into equal portions among all its inhabitants, and 
thus without intending it, without knowing it, advance the interests of the 
society, and afford means to the niultiplication of the species. When Provi- 
dence divided the earth among a few lordly masters, it neither forgot nor 
abandoned those who seemed to have been left out in the partition."® 


This argument would not stand, in the light of Smith’s later dis- 
tinction between productive and unproductive labor—a point he 
evidently ignored in his revision. He does not argue here that all 
economic acts are socially beneficial, merely that the poor receive 
as much under the wage system as they would under universal 


63 Mor. Sent., IV, chap. i, pp. 318-19 (1st ed., IV, i, pp. 349-50). 





SMITH’S EMPIRICISM AND THE LAW OF NATURE 719 


peasant proprietorship. He says that the desire for wealth stimu- 
lates production by introducing technological improvements, 
careful management, and, perhaps by implication, the accumula- 
tion of capital and the division of labor. In a well-known passage 
the Wealth of Nations, speaking of the capitalist, says: “The 
study of his own advantage naturally, or rather necessarily leads 
him to prefer the employment which is most advantageous to the 
society” and by “directing that industry in such a manner as its 
produce may be of the greatest value, he intends only his own 
gain, and he is in this, as in many other cases, led by an invisible 
hand to promote an end which was no part of his intention.”** 

These “invisible hand” passages are probably the strongest 
direct evidence in Smith’s work to support the view that the 
harmony of nature was fundamental to his economic theories. It 
seems reasonable to conclude that the invisible hand, in the cita- 
tion from the Moral Sentiments, is closely related to the Provi- 
dence of the next sentence. Perhaps the term was intended to 
have the same meaning in the discussion of capital investment in 
the Wealth of Nations. There is no direct evidence to connect the 
term with the Deity there, since the preceding and following dis- 
cussions proceed in purely economic terms. It is pertinent to in- 
quire how the invisible hand was supposed to operate. In both 
cases it is clear that the egoistic motives of the rich, the desire of 
obtaining income, were the efficient cause of the social welfare. 
In the early work the rich were thought of as landlords; in the 
later, as capitalist-entrepreneurs. Their motivation was the same. 
The invisible hand was merely the operation of these motives. In 
the Moral Sentiments Smith noted the relation of human motives 
to the plan of Nature; in the Wealth of Nations this relation is at 
most a tacit assumption. It should be noted, however, that 
Smith’s arguments in these instances would be as correct or as 
incorrect if the “invisible hand” were struck out, and some quite 
empirical phrase, say, “self-interest,” substituted. The quotation 
from the Wealth of Nations is not a categorical affirmation of a 
harmony of interest among all classes. It reads, “in this, as in 
many other cases,” not “‘in all cases.’”” Even in the quotation from 


4 W. of N., IV, ii (Cannan, I, 419, 421). 
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the earlier work, where Providence appears directly, there is no 
argument in the universal affirmative. In both instances Smith 
notes the beneficial results, at least as he saw them, of certain 
selfishly motivated activities, and in the early work at least he 
gives the credit therefor to Providence. In the later quotation 
theology, to the extent that it is present, is incidental to economic 
theory. 

In the Moral Sentiments Nature appears as the initial cause of 
human passions and, secondly, as a final cause, in the sense that 
these passions are assumed to work toward the ultimate purpose 
of the Deity, the well-being of society. In the Wealth of Nations 
Smith was concerned exclusively with the efficient causes, empiri- 
cally observable, of material welfare. This would seem to explain 
the “‘virtual’” disappearance of the order of nature in the later 
work, since Smith quite consistently treated the plan or order of 
nature as a final, but not efficient, cause. In the ethical work some 
reference to final causes was almost unavoidable, considering the 
circumstances of its composition and the tradition of the field. 
The argument that human instincts were, as a whole, conducive 
to social well-being, did not imply, however, that all action was 


beneficial to society. Only moral action was. Furthermore, Smith 
got into certain difficulties even with this position. While man- 
kind regards the rules of morality as divine ordinances,’® their 
sentiments sometimes come in conflict with other natural proc- 
esses and are occasionally fallible in moral issues. 


Our natural love and admiration for some virtues is such, that we should 
wish to bestow on them all sorts of honours and rewards, even those which 
we must acknowledge to be the proper recompenses of other qualities, with 
which those virtues are not always accompanied The industrious 


*6s “Without this sacred regard to general rules, there is no man whose conduct 
can be much depended upon. .... But upon the tolerable observance of these duties, 
depends the very existence of human society, which would crumble into nothing if 
mankind were not generally impressed with a reverence for those important rules of 
conduct. 

“This reverence is still further enhanced by an opinion which is first impressed 
by nature, and afterwards confirmed by reasoning and philosophy, that these im- 
portant rules of morality are the commands and laws of the Deity, who will finally 
reward the obedient and punish the transgressors of their duty” (Mor. Sent., III, 
chap. v, pp. 278-79). 
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knave cultivates the soil; the indolent good man leaves it uncultivated. Who 
ought to reap the harvest? Who starve, and who live in plenty? The natural 
course of things decides in favour of the knave: the natural sentiments of 
mankind in favour of the man of virtue Thus man is by Nature di- 
rected to correct, in some measure, that distribution of things which she her- 
self would otherwise have made. The rules which for this purpose she 
prompts him to follow, are different from those which she herself observes. 
.... The rules which she follows are fit for her, those which he follows for 
him: but both are calculated to promote the same great end, the order of the 
world, and the perfection and happiness of human nature.'® 


Foresight and efficiency result in economic success, regardless of 
moral considerations, combinations of men prevail over individ- 
uals, and, as a consequence, “violence and artifice prevail over 
sincerity and justice.” Justice is the most precise part of the moral 
code, yet occasionally there are miscarriages of justice, though 
they may receive popular approval. The innocent in such cases 
cannot agree that the usual rules represent the divine will, and 
even in other cases the individual conscience asserts its superiority 
to the general rules. Likewise, when intention and result do not 
coincide, Smith’s theory faces a special difficulty, for he main- 
tained that the spectators approve or disapprove in terms of the 
agreement or disagreement with the sentiments of the actors. Yet 
it is the practice of law and less formal relations to consider plan- 
ning a crime less serious than its commission, except for treason. 
Evil intentions are less serious than evil acts. To reconcile these 
facts with his theory Smith introduces a special principle—that 
sentiment is affected by result, with beneficial consequences. ‘‘Na- 
ture, however, when she implanted the seeds of this irregularity in 
the human breast, seems, as upon all other occasions, to have in- 
tended the happiness and perfection of the species.’”**’ Nature 
thus protects man against his own follies by introducing incon- 
sistent principles in his nature. At times natural sentiments also 
lead to bad results. The disposition to admire the rich and power- 
ful is generally socially useful in that it stimulates economic ac- 
tivity and creates sentiments of respect for kings and ruling 
classes which make for the stability of society. It also “corrupts 


© Tbid., pp. 286-88. *67 Jbid., II, iii, p. 182. 
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moral sentiments” in affecting judgments of what is proper and 
often stimulates antisocial vices.** But no natural sentiment is 
wholly vicious. Thus even in the Moral Sentiments there are rifts 
in the lute, harmony is not quite complete even in moral values. 
The conflict of sentiments would tend to moderate them, and 
moderation was an important part of Smith’s theory. He felt that 
these conflicts were beneficial to society or to the individuals in it 
and so concluded that they must be part of nature’s plan. Nature 
has a peculiar function in these instances of conflict. She operates 
wholly through physical laws and moral laws based on sentiment. 
Mankind often dislikes the operation of nature, but man’s atti- 
tudes are involved only in moral matters. Where his judgment is 
not concerned he can do nothing, just as he cannot help regarding 
earthquakes and other natural events as evil. 

The natural course of things cannot be entirely controlled by the impotent 
endeavours of man: the current is too rapid and too strong for him to stop it; 
and though the rules which direct it appear to have been established for the 
wisest and best purposes, they sometimes produce effects which shock all his 
natural sentiments.*® 


Smith possibly believed that injustice in the world might be 


remedied in the after-life of those who innocently suffered wrongs 
at the hands of their fellows, but he does not suggest similar com- 
pensation for the victims of natural processes. In some instances 
he held that nature had its compensating elements, but not in all. 
Thus he does not attempt a solution of the problem of evil over 
which many philosophers and theologians before him and since 
have struggled. He has a vague trust that somehow these con- 
flicts in nature are part of the order; he has the trust in Providence 
which any believer must have, despite appearances. But this trust 
in Providence, whose plan is the final cause of all existence, cannot 
provide any practical guide for conduct. Man must act on his own 
standards. His moral codes are the result of his feelings as the 
efficient causes. 

Smith in various places emphasizes the importance of the dis- 
tinction between final and efficient causes, but he nowhere states 

168 Tbid., I, iii. 

169 Tbid., III, chap. v, p. 289 (1st ed., ITI, iii, p. 291). 
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his ideas about their relation.*”° He probably was not very clear 
in his own mind, and certainly his writing on this issue is confus- 
ing. His contempt for metaphysics did not permit him to base his 
theory on Aristotelian notions of form, substance, matter, and 
development. Though he uses the term “cause” frequently he 
does not define it, though in a few places he seems to accept 
Hume’s view that causes are merely instances of observed con- 
comitance. Hume’s strict empiricism ruled out final causes as a 
matter of serious investigation. If Smith dissented from his 
friend’s conclusion, as apparently he did, he did not explain the 
reasons for his position. He carefully stated that the final causes 
could give no special direction to human judgments. His theory 
of morals always rested the argument on human nature as the 
efficient cause. That moral conduct, as determined by sentiment, 
was conducive to social well-being, which he conceived as the end 
of Nature, was a conclusion he often emphasized. There was then 
a certain coincidence between the purposes of Nature and the 
effects of sentiment, a coincidence that was far too regular to be 
merely accidental. But the purposes of Nature could be inferred 
only from phenomena. The assumption that Nature intended hu- 
man happiness could not lead to any very definite rules of con- 
duct. Utilitarianism was a possible consequence, but this theory 
seemed to Smith psychologically unsound. While he conceded the 
order of Nature, he did not make it the major premise of his 
theory. 

The distinction between final and efficient causes seems to be 
at the root of his disagreement with the Stoics, whose natural 
theology was little different from his own, in so far as can be in- 
ferred from his remarks. 

The ancient stoics were of opinion, that as the world was governed by the 
all-ruling providence of a wise, powerful, and good God, every single event 
ought to be regarded, as making a necessary part of the plan of the universe, 
and as tending to promote the general order and happiness of the whole: that 


the vices and follies of mankind, therefore, make as necessary a part of this 
plan as their wisdom or their virtue; and by that eternal art which educes 
17° The essays on ancient logic and metaphysics and the histories of physics and 


astronomy shed no light on this issue. He is critical of Aristotle’s metaphysics, but 
he does not discuss his treatment of causation. 
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good from ill, were made to tend equally to the prosperity and perfection of 
the great system of nature 


If he is deeply impressed with the habitual and thorough conviction that 
this benevolent and all-wise Being can admit into the system of his govern- 
ment, no partial evil which is not necessary for the universal good, he must 
consider all the misfortunes which may befall himself, his friends, his society, 
or his country, as necessary for the prosperity of the universe, and therefore as 
what he ought, not only to submit to with resignation, but as what he him- 
self, if he had known all the connexions and dependencies of things, ought 
sincerely and devoutly to have wished for 

The administration of the great system of the universe, the care of the 
universal happiness of all rational and sensible beings, is the business of God 
and not of man. To man is allotted a much humbler department, but one 
much more suitable to the weakness of his powers, and to the narrowness of 
his comprehension; the care of his own happiness, of that of his family, his 
friends, his country: that he is occupied in contemplating the more sublime, 
can never be an excuse for his neglecting the more humble department; and 
he must not expose himself to the charge which Avidius Cassius is said to 
have brought, perhaps unjustly, against Marcus Antoninus; that while he 
employed himself in philosophical speculations, and contemplated the pros- 
perity of the universe, he neglected that of the Roman empire. The most sub- 
lime speculation of the contemplative philosopher can scarce compensate the 
neglect of the smallest active duty.'” 


Smith differed from the Stoics in the important respect that he 
did not consider evil or “‘the vices and follies of mankind” as “as 
necessary a part of this plan as their wisdom or their virtue.” 
Only intelligent and moral conduct constituted co-operation with 
the Deity. The immoral declared themselves “in some measure 
the enemies of God.’’ The Smithian interpretation of Stoicism 
may not be wholly acceptable as historical criticism, but it shows 
an important part of his theory. The Stoic ataraxy or apathy, 
resignation, indifference to practical results, and tendency to 
minimize emotion could have little appeal to a man who based his 
philosophy on the primacy of emotions and who, after all, in his 
later work believed the abolition of the tariff was one of the most 
important moral duties of man. Complete trust and dependence 

17 Mor. Sent., I, ii, p. 54. 

17 Jbid., VI, ii, pp. 414, 416-17. This passage refers to the Stoics by implication 
rather than by direct reference. The mention of Marcus Aurelius would seem to 
justify regarding this as a criticism of Stoic thought. The main discussion of the 
Stoics is in VII, ii, chap. i, pp. 482-517. 
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on Providence would provide as little basis for action or choice 
in policy as a thoroughgoing determinism or fatalism. To Smith 
man was made for action, and criteria for action could be found 
only in immediate feelings and ideas. The speculative theory of 
Providence, the consideration of final causes, and the doctrines of 
theology could offer solace, but that is all. “Nature has not pre- 
scribed to us this sublime contemplation as the great business and 
occupation of our lives. She only points it out to us as the consola- 
tion of our misfortunes.’’*” 

The conclusions from Hume’s discussion of natural religion’’ 
offer a possible explanation of Smith’s attitude in the Moral Senti- 
ments. Hume, despite his arguments against the principle of de- 
sign, conceded that it was justifiable to infer from the phenomena 
of nature that there was some order or plan in the universe; that 
its Author’s purpose might be understood in terms of some rough 
analogy to human reason, though this view was attended with 
certain difficulties."?> But Hume qualified this argument with an 
additional proposition. Since there was no direct knowledge of the 
Deity or the plan of nature, they could be inferred only by induc- 
tion from phenomena, and, hence, the conclusion that there was 
an order in nature did not authorize any inferences about phe- 
nomena which could not be discovered in the phenomena them- 
selves. Smith stated his conclusions with less logical rigor, and, in 
fact, did not even discuss the arguments against the principle of 
a divine plan. But his ethical conclusions conform to Hume’s 
qualification. Smith apparently accepted the argument éo design 
with little hesitancy; he shows the coincidence of his analytic re- 
sults with some of the inferences from design; but he also em- 
phasizes that the belief in the divine order gave no directions for 
conduct. His ethical theory rested squarely on phenomena. The 
order and design of the world appear as final causes, from which 
no conclusions are drawn; he might have conceded that none 


*73 Ibid., VII, ii, p. 516. 

‘74 Cf. pp. 495-97 in Part I of this article. 

‘7s That is, there was always the old problem of evil, how to reconcile the benevo- 
lence and omnipotence of God with the existence of admitted evil. It is debatable 
whether Hume’s concessions to the argument of design represented real admissions 
or were mere precautions against charges of atheism. 
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could be drawn. In fact Smith said nothing about the divine order 
except that it was a plan for human happiness, so that moral con- 
duct, which would be conducive to individual and social welfare, 
was in accord with the intentions of Providence, as immoral con- 
duct was not. What in any case was conducive to social well-being 
could be determined only in terms of human sentiments and inter- 
ests. The nonempirical element in his theory is simply that he was 
tolerably sure that Nature had given man the emotional basis for 
assuring that conduct in accordance with the feelings of mankind 
would also be conducive to happiness. Smith rejected one of the 
inferences from the idea of a providential plan that had been often 
maintained from the time of the Stoics—that evil was concealed 
good. The passivity implied by this argument was wholly foreign 
to his argument. He considered the immoral as “the enemies of 
God.” He did not have recourse to the inscrutability of the ways 
of Providence as an explanation of evil—another related solution 
of the problem in rational theology.’ Theology offered occasion 
for sublime speculation, its conclusions might serve to console 
man, but it gave no directions for conduct which had to be sought 
in phenomena with human sentiments as the efficient causes. 
Considering Smith’s derogatory view of medieval ethics, as morals 
subservient to the purposes of theology,'”’ it is not surprising that 
he did not base his own ethical theory directly on his theological 
minimum. 

The Theory of Moral Sentiments, as already indicated, was a 
theory of individual ethics rather than of social policy, even 
though it emphasizes the social character of moral judgments. 
The benevolent or social passions clearly did not come within the 
purview of social policy,'’* which is discussed cursorily as justice, 
i.e., the determination of proper conduct when the selfish or 

176 Theological theories accepting revelation could offer other solutions, precluded 
by the assumptions of natural theology, in terms of the fall of man, his unregenerate 
nature, and even predestination. 

77 W. of N., V, i, Part ITI, art. ii (Cannan, IT, 259); Mor. Sent., VII, iv, pp. 594- 
607. 

178 “Beneficence is always free, it cannot be extorted by force, the mere want of it 


exposes to no punishment; because the mere want of beneficence tends to do no real 
positive evil” (Mor. Sent., Il, ii, chap. i, p. 131). 
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unsocial passions operated. In these cases the divided sympathy 
of the spectator leads Smith to a position close to utilitarianism. 


That system which places virtue in utility, coincides too with that which 
makes it consist in propriety. According to this system, all those qualities of 
the mind which are agreeable or advantageous, either to the person himself 
or to others, are approved of as virtuous, and the contrary disapproved of as 
vicious The only difference between it and that which I have been 
endeavouring to establish, is, that it makes utility, and not sympathy, or the 
correspondent affection of the spectator, the natural and original measure of 
this proper degree.*79 
In his practical conclusions he did not differ much from the utili- 
tarianism of Hutcheson and of Hume. He rejected Hutcheson’s 
view that only benevolent action is truly virtuous," he differed 
from Hume in that he regarded utility as a factor influencing the 
sentiment of approbation but not its cause. Citing his teacher, 
Smith says: 

In the late debates about passive obedience and the right of resistance, 
the sole point in controversy among men of sense was, whether universal sub- 
mission would probably be attended with greater evils than temporary insur- 
rections when privileges were invaded. Whether what, upon the whole, tend- 
ed most to the happiness of mankind, was not also morally good, was never 
once, he said, made a question." 


Smith’s criterion of social policy was only roughly utilitarian. 
He argued in the Moral Sentiments that, in general, the interest of 
the group was to be preferred to that of the individual, and that of 
larger groups to that of smaller. Groups were thought of largely 
as sums of individuals. There was no implication of a necessary 
harmony of interests just as there was no assumption of an in- 
evitable conflict of interest between the individual and the group, 
or among groups." Justice was based upon the common senti- 
ments of mankind as determining social values, and these senti- 

179 Ibid., VII, ii, chap. iii, p. 541. Smith here is probably referring to Hume’s 
Enquiry concerning the Principles of Morals. 


18 This is a possible, though not the only, interpretation of Hutcheson’s position. 
Smith classed him with the exponents of the theory of universal benevolence. Ben- 
tham’s greatest-happiness principle was derived indirectly from Hutcheson, through 
Beccaria or Priestley (cf. Scott, Francis Hutcheson, pp. 272-74). 


1 Mor. Sent., VII, ii, chap. iii, p. 535. 18 Tbid., III, chaps. i-iii. 
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ments, in general, permitted rather free scope to the individual, 
subject, however, to considerations of social utility. Or as Smith 
phrased it in the Wealth of Nations, ‘those exertions of the nat- 
ural liberty of a few individuals, which might endanger the se- 
curity of the whole society, are, and ought to be, restrained by the 
laws of all governments; of the most free, as well as of the most 
despotical.’’**3 

There is no clear statement in the Moral Sentiments of the doc- 
trine of laisser faire as a social policy, although it is highly prob- 
able that Smith had advocated this system some years earlier."* 
There is a more general argument for individualism as part of the 
theory of justice. Thus, everyone was best suited to take care of 
himself; justice was observed as long as the individual in the pur- 
suit of his own interest did not violate the rules of the game by 
interfering in unreasonable ways with the pursuit of their own 
interest by others. Violation of justice was one of the greatest 
evils. In the Wealth of Nations monopoly and mercantilism were 
regarded as violations of natural or ethical, not legal, justice. The 
implied theories of justice were the same in both works. The dis- 
interested spectator does not put in an appearance in the eco- 
nomic treatise, but there is the same regard for common senti- 
ment. Smith did not deduce his rules of justice from the order of 
nature in the Moral Sentiments, and there is no reason, a fortiori, 
to infer that the doctrine of laisser faire—an application of the 
theory of justice to economic policy—was so deduced in the 
Wealth of Nations, where there is no direct mention of the divine 
plan, at least if the interpretation of the reference to the “in- 
visible hand” given above is correct. 

If by a harmonious order of nature be understood the universal 
absence of a conflict between the interests of individuals or of 
groups, this doctrine is not maintained in either of Smith’s major 
works. In the ethical theory the absence of conflict is ascribed 
only to benevolent actions. The raison d’éire of the rules of justice 


‘83 W. of N., II, ii (Cannan, I, 307). 

184 Cf. Stewart’s “Account,” of. cit., pp. 500-505; Rae, Life, pp. 36, 60-65. In 
several papers before societies Smith took essays by Hume and Dean Tucker as the 
starting-points, judging from the titles of the discussions. 
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is that there always are conflicts when the unsocial passions mo- 
tivate action and often when the selfish passions rule. Smith does 
not argue that conflicts do not exist, merely that they must be 
restrained within decent limits. Buyer and seller may have op- 
posing interests, but it does not follow that they do not both gain 
by trade. When the rich hire the poor, their interests are not alike, 
but they may both gain, since the poor in this way may obtain 
more than they would with a different social structure, consider- 
ing the technological advantages of the existent system. The con- 
flicting interests of the body of a nation and of its ruling classes 
often debase the law, which should conform to ethical justice. 
“The animosity of hostile factions, whether civil or ecclesiastical, 
is often still more furious than that of hostile nations; and their 
conduct towards one another is often still more atrocious.’’**s 
Factions have less regard, even in theory, for justice than have 
nations. In these instances Smith argues that if the principles of 
justice were observed the well-being of society would be more 
safely assured. 

While the Wealth of Nations, properly enough, is usually read 
as an independent work, its conclusions seem to be quite conso- 
nant with Smith’s earlier ethical theory in so far as the conflicts of 
interest are concerned. Landlords, capitalists, and laborers all act 
selfishly, and their interests are opposed. The argument for laisser 
faire is not based on a supposed identity of interest, but on the 
gains through the division of labor, the accumulation of capital, 
efficiency of management, and other economic principles which 
reduce costs to consumers and secure the most productive invest- 
ment of resources. If nature assured a harmony of interest there 
would have been no complaint about mercantilism, monopoly, 
guild regulations, and the monopsonistic employment of labor. 
These institutions thwarted the natural progress of opulence 
which would have existed in their absence or abolition. And this 
natural progress would be accelerated with freedom. Individual 
activities to be approved must operate within the framework of 
natural justice, the rules governed by impartiality to conflicting 
interests, and, in any concrete case where a choice must be made, 


*8s Mor. Sent., III, chap. iii, p. 263. 
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the interests of many are to be preferred to the interests of few. 
The essence of Smith’s laisser faire was that only in this way 
could society avoid giving preferential treatment to specific small 
groups. The various practices and laws complained of in the 
Wealth of Nations are instances where, to use the phrase of the 
Moral Sentiments, “the interest of particular orders of men who 
tyrannize the government, warp the positive laws of the country 
from what natural justice would prescribe.” So far was Smith 
from believing in a harmony of class interests that he says: 


The interest of the first of those three great orders, it appears from what 
has been just now said, is strictly and inseparably connected with the general 
interest of the society. Whatever either promotes or obstructs the one, neces- 
sarily promotes or obstructs the other. When the public deliberates concern- 
ing any regulation of commerce or police, the proprietors of land never can 
mislead it, with a view to promote the interest of their own particular order; 
at least, if they have any tolerable knowledge of that interest. They are, in- 
deed, too often defective in this tolerable knowledge 

The interest of the second order, that of those who live by wages, is as 
strictly connected with the interest of the society as that of the first 
But though the interest of the labourer is strictly connected with that of the 
society, he is incapable either of comprehending that interest, or of under- 
standing its connexion with his own In the public deliberations, there- 
fore, his voice is little heard and less regarded, except upon some particular 
occasions, when his clamour is animated, set on, and supported by his em- 
ployers, not for his, but their own particular purposes. 

His employers constitute the third order, that of those who live by profit. 
.... But the rate of profit does not, like rent and wages, rise with the pros- 
perity, and fall with the declension, of the society. On the contrary, it is 
naturally low in rich, and high in poor countries, and it is always highest in 
the countries which are going fastest to ruin Their superiority over the 
country gentlemen is, not so much in their knowledge of the public interest, 
as in their having a better knowledge of their own interest than he has of his. 
It is by this superior knowledge of their own interest that they have frequent- 
ly imposed upon his generosity, and persuaded him to give up both his own 
interest and that of the public, from a very simple but honest conviction, that 
their interest and not his, was the interest of the public."** 


The employers “are silent with regard to the pernicious effects 
of their own gains. They complain only of those of other 
people.’’**? Despite these remarks, by some perverse logic Smith 


1% W. of N., 1, xi (Cannan, I, 248-49). 187 Tbid., I, ix (p. 100). 
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has often been regarded as the apostle of the bourgeois interest 
and as a believer in the harmony of the interests of social classes. 
In these passages perhaps the term “public’”’ needs explanation. 
From the economic arguments adduced in the preceding discus- 
sion the term would seem to apply to the nation considered as con- 
sumers. Every individual would have two interests—one as con- 
sumer and another as producer—-so that it seems to follow that the 
“public” refers to all other groups than the one immediately 
mentioned. The soundness of the economic arguments advanced 
here is not germane to the problem of Smith’s method or to the 
alleged harmony of interest. He, at least, believed that his reason- 
ing was quite correct. 

From the evidence of his writings it seems clear that Adam 
Smith believed that human nature had been so constructed by 
Nature that man was equipped with the instincts necessary to 
make social life possible and to assure the happiness and well- 
being of mankind,"** a conclusion which agreed with parts of the 
ethical theories of Shaftesbury and Hutcheson. From the point of 
view of strict empiricism this conclusion would be regarded as 
improper, since phenomena could exhibit efficient, material, or 
immediate causes, but final causes and purposes involve assump- 
tions transcending experience. In his analysis of morals and eco- 
nomics, Smith repeatedly returned to the “facts” of human nature 
as the efficient causes. It might well be that human nature was so 
constituted at the “good pleasure of the Deity,’’**® but this in- 
ference, of itself, neither showed what human nature was nor 
guaranteed the correctness of ethical inferences derived there- 
from. Justice, like all other virtues, depends on sympathetic un- 
derstanding of human motivation, and the doctrine of “natural 
liberty” is only a specific application of the theory of justice. 
Moreover, the order of nature did not assure the absence of con- 

"88 Any other interpretation of the numerous places where this proposition is as- 
serted in the Moral Sentiments must assume that not only was Smith a hypocrite 
but that he carried his hypocrisy beyond the necessity of prudence. It seems more 
reasonable to conclude that, although he held to the necessity of empirical methods 
of science, he was not willing to be content with a merely scientific Weltanschauung. 


*89 Locke’s phrase. In one place Smith refers whimsically to “the good pleasure 
of Neptune.” 
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flicts in interest or sentiment. If harmony is supposed to imply 
perpetual coincidence of interests and sentiments, this doctrine 
appears in neither of Smith’s works. Smith admits the existence 
of evil, he is no Candide. One of his purposes in the Wealth of 
Nations was to show how some of the most conspicuous forms of 
economic evil might be eliminated. The order of nature was to 
Smith, at most, a topic for speculation and a source of consolation 
in adversity. God properly was concerned with the success of his 
plan, but man could act only in accord with his own sentiments. 

The doctrine of a providential order of nature did not self- 
evidently imply laisser faire. In fact, Smith’s doctrine was less 
absolute than has often been supposed.’®° It wholly lacked the 
dogmatic absolutism of the physiocratic doctrine of the natural 
and essential order, which was quite as rationalistic as the theory 
of Grotius. Smith’s conclusion rested on his economic analysis 
and the criteria of his theory of justice and, to a lesser degree, on 
his conviction that governments were often stupid and controlled 
by knaves. Freedom, he held, was generally in the interest of the 
majority, and, where some injured the many, their freedom was to 
be restricted. The order of nature had no bearing on these issues. 
Parenthetically, it may be remarked that a belief in a providential 
order historically had no implication of freedom in economic life. 
Thomas Aquinas could scarcely be regarded as an advocate of 
laisser faire. Closer in spirit to Smith was his teacher, but Hutche- 
son’s belief in the benevolence of the Deity operating through 
human nature did not prevent him from entertaining some typical 
mercantilist views. Some form of the providential-order doctrine 
would seem to be inherent in most theological systems, but it is a 
generalization so broad that it gives little or no direction for 
specific policies, which must be predicated on less sweeping prin- 
ciples. And so Smith, in agreement with the conclusion of Hume’s 
Dialogues, stated his theories in terms of more immediate and 
familiar principles than the agency of the Deity. 


19° Smith admitted the justifiability of certain types of governmental regulation; 
e.g., regulation of labor conditions, when in favor of the workers “is always just and 
equitable”; bank-note issue might be restricted; he upheld usury laws and the navi- 
gation acts; he allowed government a wide range of activities in his treatment of 
public expenditures (for a more complete treatment see Viner, of. cit., pp. 134-55)- 
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To a degree Smith also shared the attitudes of the natural-law 
school of jurisprudence. Like them he was interested in discover- 
ing principles of justice or general rules which could be used as 
criteria in the reform of positive law. He, too, sought to establish 
these principles independently of revelation or particular juristic 
systems. He favored peace and humane legislation. But his meth- 
od of analysis was quite different. They deduced their principles 
from right reason or the rational and social nature of man, either 
in general or as it was supposed to exist in a state of nature. In 
positive law they could not find principles that were acceptable 
“semper et ubique et ab omnibus.” Smith, however, proceeded 
empirically, with positive laws taken as data for analysis. To him 
the test of justice was not agreement with rational principles but 
evidence that the sentiments of mankind approved or dis- 
approved. Positive law departed from the ethical norm where it 
no longer agreed with sentiments or where one group had con- 
verted it into a device for their own aggrandizement. Smith fully 
agreed with Hume’s attack on the school of Grotius and on the 
state-of-nature theory. Though justice was the most precise of 
virtues, its rules were not immutable but varied with the state of 
culture. No doubt Smith felt more certain about the state of the 
sentiments of mankind than a modern investigator would. He as- 
sumed, perhaps, too great a uniformity in human nature; he 
viewed mankind in the light of his own time and intellectual 
milieu. His principles were not “natural laws,” they were infer- 
ences, sometimes unwarranted, from the regularity of phenomena. 
No doubt the world he saw was too simple and regular, but he 
fully realized that science was a succession of approximations. 
And without the assumption of some high degree of regularity no 
science of any sort is possible, particularly in its initial stages. 

Adam Smith, even in the Wealth of Nations, was no mere econ- 
omist. Like other writers of the Enlightenment he drew no sharp 
distinction between philosophy and science and between literature 
and philosophy. Science attained its significance as part of a 
Weltanschauung that looked toward freedom for the individual in 
thought and action, that expected progress for the whole of so- 
ciety. Smith along with his contemporaries expected the world to 
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become more intelligent, more tolerant, and more humane with the 
decline of superstition and the advance of knowledge. Viewed 
synthetically, his metaphysics and theology were part of this 
view. Likewise was his normative economics. Analytically, each 
part was built up on its own assumptions and evidence. The 
technique was empirical, the faith underlying it was the belief 
that the study of man would provide the answer to fundamental 
questions. Smith undeniably was a “progressist,”’ to use Pareto’s 
term. He held that economic conditions had improved, despite 
the stupidities of legislation, as the result of man’s innate drives. 
He expected that greater progress would be made with the en- 
lightened policy of natural liberty. Yet progress was not auto- 
matic. Though he disliked the rigor of Puritan morals, he was not 
sure that the Restoration marked an improvement. Likewise the 
historic multiplication of mercantilistic and monopolistic regula- 
tions were scarcely contributions to economic progress. He did 
not look to Providence for direct aid in the economic and moral 
improvement of mankind. Man had to act in his own behalf with 
the powers and sentiments that were part of his nature. Smith’s 
own work as economist and philosopher were intended, most prob- 
ably, as contributions toward this progress. Yet he was not too 
optimistic about the eventual triumph of justice. 

To expect, indeed, that the freedom of trade should ever be entirely re- 
stored in Great Britain, is as absurd as to expect that an Oceana or Utopia 
should ever be established in it. Not only the prejudices of the public, but 
what is more unconquerable, the private interests of many individuals, irre- 
sistibly oppose it.t* 

Not only did the order of nature not assure harmony in human 
affairs, it did not even necessarily assure progress. 


19 W. of N., IV, ii (Cannan, I, 435). 





ADDITIONAL WORKERS ON THE LABOR MARKET IN 
DEPRESSIONS: A REPLY TO MR. HUMPHREY: 


W. S. WOYTINSKY 
Washington, D.C. 


S ITS prefatory statement points out, the pamphlet Addi- 
tional Workers and the Volume of Unemployment in the Depres- 


sion presents, in very condensed form, the principal findings 
of a more voluminous study. 

The hypothesis of additional workers does not, as Mr. Humphrey 
seems to assume, apply to only one particular phase of the business 
cycle. The term “depression” is used in the pamphlet for a period with 
appreciable unemployment. But in some industries and in some regions 
there may be considerable unemployment even though business is 
flourishing elsewhere. And inasmuch as there are in all times families 
with usual breadwinners temporarily out of work, there are also at all 
times “additional workers” on the labor market. If the hypothesis dis- 
cussed in the pamphlet is valid, concentration of unemployment in the 
same families must take place in all phases of the business cycle. 

There was no intention of avoiding what Mr. Humphrey considers 
the crucial test of my hypothesis: a comparison of the situation in two 
points in time, one in prosperity and the other in depression. I would 
be glad to submit my formulas to a statistical test of this type, but, as 
explained in the pamphlet (p. 7) the two successive enumerations nec- 
essary for this purpose would have to be made in the same calendar 
month, with the same definitions and classifications, with no consid- 
erable migration into or out of the canvassed area between enumera- 
tions. Unfortunately, unemployment statistics which satisfy these con- 
ditions could not be found. The Philadelphia statistics to which Mr. 
Humphrey refers were intensively scrutinized, but they refer to a sam- 
ple of varying size and do not show what were the changes in the whole 
working population of the city. 

Mr. Humphrey suggests that my hypothesis (and, consequently, his 
hypothesis likewise) cannot possibly be tested by statistics for a single 
year. Practically, this would mean that neither hypothesis can be 

* His “Alleged ‘Additional Workers’ in the Measurement of Unemployment”’ in 
the June, 1940, issue of this Journal. 
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checked at all. However, both of them can and should be checked in 
exactly the same way as other controversial theories are tested by 
observation. 

We are facing a precisely described phenomenon (concentration of 
unemployment) and disagree on its origin. Logically, the phenomenon 
may originate from different combinations of factors, but either hy- 
pothesis involves some specific features which should accompany the 
phenomenon, and these features can be checked. The test should con- 
sist of a comparison of the picture deduced from either hypothesis with 
direct observations. The positive result of a single test of this kind will 
not prove much. Only a long series of experiments with independent 
and heterogeneous data can give to the student the certitude that he is 
on the right road. The hypothesis presented in the pamphlet has been 
checked with more than threescore statistical series, and the results of 
all tests were logical and internally consistent. Mr. Humphrey says 
that the “‘plausibility” of my measurements “‘is entirely a product of 
the unwarranted assumption of the random distribution of unemploy- 
ment.” The assumption may have been “unwarranted” before the 
test, but is hardly “unwarranted” after a long series of experiments 
have given “plausible” results. 

Mr. Humphrey reproaches me for assuming that my analysis was 
correct and for devising formulas which demonstrate it. But how can 
a hypothesis be tested if the student does not start with the assumption 
that it is correct and does not suggest conclusions which can be 
checked with direct observations? 

But there remains the material controversy between us: Mr. Hum- 
phrey adheres to an explanation of the visible concentration of unem- 
ployment which I do not share, while he objects to my explanation. It 
is a question of judgment as to which hypothesis is more plausible and 
which one agrees best with all that is known of the labor market. As 
far as I am concerned, all that is solved is that differentiated unemploy- 
ment rates fail to explain the visible concentration of jobseekers in the 
same households. But this does not mean necessarily that the hy- 
pothesis of additional workers provides the final solution of the riddle; 
it may be that results of further tests will be less satisfactory than 
those I have obtained up to now. Therefore, I wrote in the pamphlet: 
“Tf this analysis is proved to be valid, it would seem that . . . .” (p. 6). 
And I would not go further than that. 

Mr. Humphrey suggests that differentiated rates of unemployment 
in the one-worker and multi-worker families would have exactly the 
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same resuits as the entry of additional workers described in my 
pamphlet. That is self-evident. Surely, the visible concentration of un- 
employment in multi-worker families may be deduced from the postu- 
late that the unemployment risk in these families is particularly heavy. 
But is this an explanation or merely a restatement of the phenomenon 
to be explained? The examples developed by Mr. Humphrey cast some 
light on this issue. 

He refers to the fact that “supplementary” workers do not have the 
same age, sex, skill, and work experience as the family head and that 
“in addition they are discriminated against by some employers because 
they are supplementary workers.” I do not question these statements, 
but what is the link between the differences in personal characteristics 
and differential unemployment rates? Most of the supplementary 
workers are women, and as a rule the unemployment rate among female 
workers is substantially lower than among men. The rest of the supple- 
mentary workers are young men without work experience, and the rate 
of unemployment among them may be somewhat higher than among 
the rest of the male workers (although this is not always the case). 
Thus differences in personal characteristics are acting on unemploy- 
ment rates in opposite directions, and in order to estimate their com- 
bined effect one can refer to the 1930 census. According to this census, 
of the total of 48.8 million gainful workers, 25.0 millions were in one- 
worker families or quasi-family groups, and 23.8 millions were in 9.5 
million multi-worker households. There were approximately 14.3 mil- 
lion supplementary workers, 8.9 million female and 5.4 male. 

The average unemployment rate (classes A and B combined) was 
4.6 per cent among women and 7.0 per cent among men. Assuming 
that supplementary male workers were all in age classes under 24, the 
unemployment rate among them might be estimated at 8.4 per cent. 
The average unemployment rate for supplementary workers would con- 
sequently be 


(4.6 X 8.9) + (8.4 X 5.4) 
8.9+ 5.4 


as compared with 6.8 per cent for the rest of the working force. It will 
be noticed that the differentiated unemployment rates by sex and age 
reported by the census include not only the effects of differences in skill 
and experience but also the results of discrimination of employers 
against supplementary workers and the entry of additional workers on 
the labor market. 





= 6.0 per cent, 
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However, I would not press this computation too far. It is very pos- 
sible that by means of adjustments and corrections the testimony of 
the 1930 census might be slightly modified. I was able, for example, to 
adjust the census data in such a way that the probable unemployment 
rate among supplementary workers appeared about as high as among 
main breadwinners. One might go still further: even a hypothesis that 
unemployment among supplementary workers was 5 or 10 per cent 
more severe than among main breadwinners is not completely inde- 
fensible. This hypothesis would be in complete alignment with the the- 
ory of additional workers, but it would fall far short of Humphrey’s 
assumption that the unemployment rate in multi-worker families is 
about 50 per cent larger than in one-worker families (an assumption 
which means that the rate of unemployment among supplementary 
workers should be about 80 per cent larger than among the family 
heads). 

This states the controversial issue in a nutshell. The surplus of 
unemployment in families with the main breadwinners out of work is 
recognized by both Mr. Humphrey and myself. But the theory of addi- 
tional workers assumes that this phenomenon is characteristic of this 
group of families, while the hypothesis of differentiated unemployment 
rates postulates that there must be the same surplus of unemployment 
among supplementary workers in families with fully employed family 
heads. This second hypothesis supposes very definite differences in 
unemployment rates by sex and age which are not confirmed by avail- 
able statistics. 

But the main evidence against the postulate of particularly heavy 
unemployment among supplementary workers is that the concentra- 
tion of unemployment by families has been revealed also by the cen- 
suses which reported larger unemployment among skilled workers than 
among common laborers (as in 1915). 

Mr. Humphrey seems astonished by my assumption of a random 
distribution of unemployment. But this assumption means only that 
we do not know whether the unemployment risk for principal bread- 
winners is larger or smaller than for supplementary workers. This 
seems to be a plain statement of our knowledge of the issue, and this is 
the reason why the visible concentration of unemployment by families, 
in all phases of the business cycle, cannot be explained by the postulate 
of differentiated unemployment rates. 

But what is in this case the origin of the phenomenon? My answer is 
that because of entry of additional workers, there must be a visible 
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concentration of unemployment, even if the risk of being fired is dis- 
tributed at random among all workers. After having established this 
hypothesis I tested it by the usual method, and I think that there 
would be no controversy between Mr. Humphrey and me if he had 
checked his theory in a similar way. 

Mr. Humphrey thinks that “the value of measuring the volume of 
additional workers, if that were possible, is largely negative.’’ As the 
questioned measuring is a necessary part of a realistic measurement of 
unemployment, he seems to imply that the analysis of the volume of 
unemployment and of its structure would likewise be of negative value. 
In this I disagree with him decidedly. 





LES FLUCTUATIONS ECONOMIQUES ET L’INTERDE- 
PENDANCE DES MARCHES: A REPLY 


B. CHAIT 
Antwerp 


N THE April, 1939, issue of the Journal of Political Economy there 
appeared a review, by Susanne Hotelling, of our book Les Fluctua- 
tions économiques et Vinterdépendance des marchés. This review 

passes over the essential features of our book and moreover mixes 
details with the essential, so that it gives an inexact idea of our aims as 
well as of our methods. It is therefore advisable, we believe, to deviate 
from the custom not to review a review, chiefly in the interest of your 
readers, for the purpose of giving them opportunity to form a more 
faithful idea of recent investigations concerning the movement of the 
markets. 


1. To start with exaggeration and inaccuracy in the review, it should be 
mentioned that: 

a) We share the reviewer’s regret that many typographical errors crept 
into our book. We have on the average counted one error per four 
pages. This is, however, not of serious consequence in view of the fact 
that the typographical errors are of such a nature that the reader can 
correct them at sight. It is, therefore, an exaggeration by the reviewer 
to assert that these errors enormously handicap the readers in follow- 
ing the argumentation. In October, 1938, we added a complete errata 
sheet to the book, correcting nearly all the errors. 

The statement that “the use of notation is confusing” indicates that 
the reviewer has overlooked the remark at the head of page 325. 

Our study has been dedicated to Mr. Ernest John Solvay and-not to the 
late Mr. Ernest Solvay. 

. The reviewer gives a limited idea of the aim of our book, very likely due 
to the fact that she has based her idea on the general title of the book, 
which we, for practical reasons, have purposely given a restricted form. 
Our purpose was not to examine the conditions which determine the stable 
or unstable nature of the cyclical movement but rather the stability or 
instability conditions of all the movements, cyclical or otherwise, chiefly 
not monetary (p. 2). This investigation has been conducted from two 
fundamental points of view: the gain of the entrepreneur and the diver- 
gency law which has been found, due to our researches. Finally—a chief 
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point—the analysis referred to the movements of the markets grouped in 
networks, considered as an economic entity. 

3. The reviewer writes: “Being an engineer, he recognizes a problem in dif- 
ferential equations when he is confronted with one.” 


It appears she confounds here what is only an accessory detail with 
what constitutes the substance of our method. The gist of our method 
has nothing to do with differential equations, if not at a point which 
touches the technique of calculus, and that will be made precise. 

This method consists in analyzing under a dynamic aspect the 
economic medium in a far-reaching way; by considering the complex of 
factors which seem to play a role here and by defining those carefully; 
by explaining them to the limit of possibility, the one by the others— 
first, in a qualitative, and then in a quantitative, way by the aid of 
economic reasoning; and by controlling these explanations by observa- 
tions based on statistical procedure. These operations are so conducted 
that they give as a result an ensemble of quantitative relations, which 
form a closed system, i.e., a complete system which contains as many 
explained factors as established relations between the factors. This en- 
semble once being constituted, it is possible to study by mathematics 
the influence exerted on the entire group due to a variation affecting 
one of the factors. 

The analysis of the behavior of the whole can be carried out by way 
of differential equations—but this is not strictly necessary. It is equal- 
ly possible, by applying the described method, to arrive at equations of 
other types: equations of finite differences, mixed equations, intégro- 
differential equations, etc. 

When, in the dynamical explanations of the factors, account is taken 
of their speed of variation, one will arrive at differential equations— 
and this is our case. If, instead of speed of variations, the “lags” are 
considered shown by the factors in respect to one another, then we 
shall have to deal with equations of finite differences used by some 
econometrists. But these are only minor points, because generally it is 
not difficult to pass from an equation of finite differences to a dif- 
ferential equation. This, however, is of no importance, since the tech- 
nique of solution for the two types is fundamentally identical. 

These comments make obvious that the substance of our method 
escaped the attention of the reviewer who in this particular case con- 
centrated her criticism on a random detail of the technique of calculus 
and consequently has given an inexact idea of our procedure. 
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. The reviewer expresses the opinion: “In fact, M. Chait seems to be com- 
pletely unaware that the only way the effects of chance can be dis- 
tinguished from other contingencies is by the use of tests of significance, 
based on sampling distributions of appropriate statistics.” 


In her analysis of our book she is wrong to lay emphasis on the 
statistical verification. This was only given by way of illustration, for 
the purpose of showing that our general theory is able to interpret a 
variety of aspects of the economic reality. 

The statistics we used had already been subjected, at the sources, to 
selective treatment, and we therefore did not have to proceed with a 
test of their significance. Discussing statistical confirmation of certain 
conclusions, we are obliged, in conformity with our method, .o start 
with a qualitative test of the anomalies, which test sometimes is suf- 
ficient. We have, for instance, in this way tried to elucidate why two 
chronological series revealed, contrary to our theory, a “lead” instead 
of a “lag” (pp. 160-63). Test of significance should here be irrelevant. 
Moreover, the test of significance based on sampling distributions of 
statistics sometimes leads in case of regression equations to nonsensical 
results well known to those who have some practice in this respect. At 
pages 281-85 we advised care in using probability calculus, as economic 
facts cannot be brought easily in accordance with the law of large 
numbers and with the condition of mutual independence. 


5. Our “distinctions between different types of market systems seem artifi- 
cial; at least, all types could be treated as special cases under one general 
formula.” 


The reader very likely wished that the reviewer would point out why 
our distinctions seem to her artificial. The distinctions introduced in 
scientific reasoning are, in a way, always artificial. Meanwhile, they 
are extremely useful in furnishing simple categories, enabling the mind 
to grasp and to hold easily the complex reality where, without it, 
orientation is difficult. 

The reviewer does not mention that we have given the general 
formula from which all particular cases may be derived. But this gen- 
eral formula is so complicated that it is necessary to warn against its 
use for this purpose in a deductive way, as implicitly suggested by the 
reviewer. For those who have literary experience, it does not appear 
appropriate to adopt deductive method in the study of a theory such as 
ours, employing a quantity of elements most of which are not familiar 
to the reader. 
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We preferred to proceed by the roundabout method of gradual in- 
ductive presentation. This was for the purpose of rendering the com- 
prehension of all the new points of view of our theory less difficult to 
the reader. We pass from simple to the more intricate subjects, before 
presenting in the last instance the synthesis—the generalization of par- 
ticular cases of increasing complication. The statement by progressive 
steps had also for us another advantage. It made it possible to throw 
light on the origin of our investigation, showing how by starting from 
the “acceleration principle’—of which, meantime, we proved the 
weakness and the limits—we arrive at the expression of a law of 
divergency, which commands without restriction the movements of the 
markets making part of a network, whatever their nature may be. 


6. “The functions he sets up are not convincingly shown to be the most 
realistic; in fact, the nature of the elements that belong in the equations 
would have to be determined by intensive study of data.” 


Did the reviewer mean the dependency fixing the relation between 
gain or prices and activity? The reader would very likely want to 
know the reason for doubt as to the validity of this relation which both 
theory and practice continually confirm. 

The second part of the reviewer’s observation seems to be in a way 
unintelligible, in view of the fact that we precisely undertook in many 
entire chapters the intensive study of data. It is in accordance with 
this analysis that, among other things, we succeeded in setting up new 
conceptions whose usefulness will doubtless appear during further re- 
search work. Such notions are: the operator of the market—a dynamic 
characteristic next to price and activity; direct speculation based upon 
variation of the benefit and not upon change of price; the economic 
coeficient of a commodity, which is so decisive in the prevision of 
market behavior. 


7. “Because of the various shortcomings of the book, it is likely that its 
conclusions will not find any general usefulness, . . . .” 


The reviewer has overlooked that two parts should be distinguished 
in our results. First, there are those which call for restrictions, and 
about them we have written (pp. 315-16) in our general conclusion as 
follows: 

“For rendering these conclusions useful in practice, it is important to 
have made preparatory researches, statistical as well as mathematical. 
This task of statistical research is readily entering into the range of ac- 
tivities of the Institutes for Economic Research which, in certain coun- 
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tries and in recent years, have been registering and analysing the sig- 
nificant manifestations of economic activity, national as well as inter- 
national, which are adaptable to statistical investigations. Proceeding by 
methodical inquiry these Institutes should contribute to the test of data 


of reality. 

“However if their contributions will be insufficient without the inter- 
vention of the mathematical economist, it is because the complementary 
research to be carried out is of a mathematical nature. The problems are 
to be solved by mathematical analysis, before elaborating a forecasting 
and policy system founded on the conclusions reached. Scientific and 
empirical knowledge together have to say their word in the solution of 
this vital problem.” 


But the other results we have submitted—the existence of the active 
zone englobing the markets which exclusively focus the reactions of the 
whole network; the special influence exerted by the various forms of 
direct speculation or by the horizontal differentiation of markets, to 
limit ourselves to these—these conclusions always remain correct, in- 
dependent of contingencies. 

We do not want to enter into the reviewer’s other remarks, formu- 
lated in the same apodictic manner as those commented on above, 
without any precision or argument. Very probably she has not care- 
fully read our publication; otherwise, she certainly would have given a 


presentation with an exact perspective and would, moreover, have 
properly placed it in the ensemble of econometric research. 


A REJOINDER 


SUSANNE E. HOTELLING 
Mountain Lakes, New Jersey 


OST of Monsieur Chait’s criticisms of my review arise from 
the limitation in length imposed by the Journal, which made 
it impossible for me to cite material supporting my conclu- 

sions. I am sorry that he feels my approval of his use of differential 
equations gives an “inexact idea”: I chose that “accessory detail” for 
mention because I believe in concentrating as far as possible on the 
praiseworthy features of any work. Nevertheless, the remarks in Sec- 
tion 4 show such important, and, I fear, common, misconceptions as to 
necessitate further discussion. 

In Section 6 appears the statement that “we precisely undertook in 
many entire chapters the intensive study of data,” although Section 4 
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suggests that statistical methods are used only incidentally. I know of 
no other way for the intensive study of data to be scientifically under- 
taken than by the use of statistical methods. Unwieldy masses of fig- 
ures must be reduced to functions of them, known as statistics, whose 
form is determined with reference to ease of calculation, to efficiency, 
to consistency, and to knowledge of sampling distributions. Efficiency 
is the technical term meaning proportion of the information, inherent 
in the data, that is summed up in the statistic, and consistency is the 
quality of approaching, as the sample is increased, the true value that 
the statistic is intended to estimate. The sampling distribution is an 
expression of what proportion of results would exceed each possible 
value if the statistic were calculated from each of a large number of 
samples of the same size drawn from a specified population. To a 
statistic whose sampling distribution is known may be applied a test of 
significance, which shows how often by chance alone the statistic may 
be expected to exceed the value it actually did take. Some of Monsieur 
Chait’s remarks in Section 4 may be ascribed to unfamiliarity with 
the meaning of the term in its technical sense. 

If a writer states he has found a correlation coefficient of nine- 
tenths between two series, the reader has no evidence of relationship 
between the two. The sampling distribution of the correlation coeffi- 
cient computed from samples of independently and normally dis- 
tributed observations has been worked out mathematically and shows 
that, for samples below a certain size, a correlation coefficient of nine- 
tenths may often be found when the true correlation is zero. But, if 
the writer states that his sample gives a correlation coefficient large 
enough to be exceeded by chance only once in twenty such calculations 
in the absence of true correlation, the reader feels he has strong evi- 
dence that the hypothesis of zero correlation between the two series is 
inconsistent with the observations and must be rejected. The test of 
significance throws light on whether the relationship exists, but the 
numerical value of the statistic does not. 

The nature of the relationship cannot of course be clarified by any 
quantitative method. Monsieur Chait is perfectly correct when he 
points out that a test of significance is irrelevant to elucidating why 
one of two series reveals a lead instead of a lag over the other. The test 
of significance is necessary to demonstrate that it does show a lead. 
The fact that in many cases, not including that given by Monsieur 
Chait on pages 161-62 of the book, significance is clear merely from a 
diagram does not imply that tests of significance are not generally 
needed, any more than the custom of automobile parking without 
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previous measurement by ruler of car and space implies that cars can 
be generally parked without regard to their size or that of the space 
into which they are driven. Most of us are worse judges of significance 
than of parking spaces and need to make exact measurements an over- 
whelmingly larger proportion of the time in the former situation than 
we do in the latter. It is only when we can see in advance the result of 
a test of significance that we need not enter into its calculation. We 
may not dispense with it in any case where real effects must be dis- 
tinguished from apparent ones. 

The acceptance of the validity of tests of significance does not im- 
ply subscription to the propositions that marriages solemnized in the 
Church of England cause deaths from smallpox, that storks bring 
babies, and that mechanical refrigerators reduce illegitimacy, in spite 
of the high significance of the correlation coefficient calculated from the 
two series in each case. Neither is it necessary for the sampling the- 
orist to believe that smallpox induces Anglican practice, that babies 
bring storks, or that illegitimacy prevents mechanical refrigeration. 
His work shows him only that there is a relation of some unspecified 
sort between the variables. In the first case both have declined as 
modern thought advanced: deviations from trend show an insignificant 
correlation. Rise of population in the city studied for the second ex- 
ample seems to explain the larger absolute number of births as well as 
the larger number of roofs to furnish nesting-places for storks. The 
humorist responsible for the third illustration chose figures for the sec- 
tion of the country where illegitimacy was declining most rapidly while 
mechanical refrigerators were coming into general use. In any really 
nonsensical result the nonsense must be introduced by the interpreter. 
The fact that some worker identifies a force wrongly does not make it 
advisable to throw away the apparatus that enables us to detect the 
existence of the force. 

It is true that economic data are often far from normally and inde- 
pendently distributed. For this very reason the economic statistician 
needs even more than others to know the assumptions underlying the 
use of each statistical method, so that he can apply the less familiar 
ideas which are applicable or can transform the data so that the normal 
distribution will fit. The worse the data, the more necessary are meth- 
ods that will extract all possible information from them. If physical 
scientists refuse to dignify economics with the name of science, it 1s not 
so much because of the nature of economic data as because of the 
manner in which they have been treated. 
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Colbert and a Century of French Mercaniilism, Vols. I and II. By 
CHARLES Wootsey Cote. New York: Columbia University Press, 
1939. Pp.: I, xiit+532; II, 675. $10 a set. 

While Colbert may appear to be the greatest figure of French and 
perhaps European mercantilism, one must not forget that he repre- 
sented the final stage in a long series of efforts which through the six- 
teenth and the first half of the seventeenth centuries led France to the 
construction of a vast national economic system. While in this respect 
the figure of the great minister of Louis XIV does not distinguish itself 
by a particular originality of thought, it seems at least to symbolize the 
apogee of mercantilism. 

M. Boissonnade has recently, after having published a work on the 
industry and the industrial classes in France from 1453 to 1661, de- 
voted a big volume to Colbert, with the subtitle Le Triomphe de 
l éatisme—ta fondation de la suprématie industrielle de la France—la 
dictature du travail (1932). But the author’s far too systematic sche- 
matism and very laborious style make the reading of this book rather 
arduous and its organization very much open to criticism. One is there- 
fore greatly indebted to Professor Cole of Amherst College, who had 
previously given an account of the French mercantilist doctrines prior 
to Colbert,’ for again having dealt with this important topic in a mas- 
terly study of Colbert himself. It is surprising that no French historian 
or economist has tried to deal with this topic in this way. It is a fact, 
however, that the literature devoted to the great French minister of the 
national economy has never been regarded as exhausting the subject. 

Whatever criticism may be made of Cole’s work, it is beyond dispute 
that we finally find here a truly scientific study of Colbert. Certain 
questions (e.g., fiscal or financial policy) have no doubt been touched 
on here only incidentally or accessorily. Colbert’s whole commercial, 
industrial, and colonial policy, however, is dealt with in a remarkably 
thorough way. 

Cole has not failed to bring out the importance of two other French 
ministers and of one councilor of the crown. Richelieu and Mazarin, 
on the one hand, and Laffemas, on the other, are the subjects of sub- 


* French Mercantilist Doctrines before Colbert (New York, 1931). 
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stantial chapters. Montchrétien has also attracted Cole’s attention, at 
least as the author of Traicté de l’wconomie politique, Cole holding it 
improbable (I, 105, n. 62) that Montchrétien could also be the author 
of /’Advis au roy (1614). We believe, however, that Cole is unaware of 
the demonstration of authorship outlined in the Mélanges Koht by 
M. Hauser. He could also have found interesting information in this 
connection in Hauser’s article on industrial and commercial questions 
in the States-General of 1614, published in the Vierteljahrschrift fiir 
social und Wirtschaftsgeschichte (1903). Furthermore, he could have 
used to advantage Hauser’s recent communication to the Congress of 
Zurich (1938) on Richelieu’s policy with regard to the trade with the 
Levant. The change in the great Cardinal’s attitude toward this com- 
merce, which he at first considered disadvantageous to France and 
afterward extremely favorable, is a striking indication of the growing 
interest which he took in economic problems. It seems also that the 
German works on Richelieu? are unknown to Mr. Cole. 

In the terms of Colbert’s constructive effort, Cole has found a per- 
fect measure of the importance of the role played by foreigners. By and 
large, from the industrial point of view, France had been appreciably 
outstripped by other countries (England, Sweden), as Professor John 
U. Nef has shown, and Colbert endeavored to put her in condition to 
fight victoriously against her neighbors in the economic field. Aided by 
such persons as the Dutchman van Robais, the Frenchman Camuset, 
the De Béche brothers,’ Colbert achieved only partial success. While 
he was very successful with the luxury industries, cloth-making, and 
glassworks, his record was hardly as brilliant where mines and metal- 
lurgy were concerned. 

He made an equally great effort in creating the trading companies 
(Compagnies des Indes, du Nord, etc.), but here also the obstacles were 
considerable, and one cannot hold that France became a great maritime 
and colonial power under the sole stimulation of the great minister. 
The extent of state intervention and of the efforts of Colbert’s friends 
in the laborious raising of the capital of these companies, as well as 
their troubled and ephemeral existence, make it impossible to believe 
in the vitality of certain of these institutions. In this field, Cole has 

2 Georg Herzog zu Mecklenburg, Richelieu als merkantilistischer Wirtschafts- 
politiker (Jena, 1929); H. Pahl, Die Kolonialpolitik Richelieu und ihre Beziehungen 
su seiner Gesamtpolitik (Berlin, 1932). 

3 They came, no doubt, from Sweden, but in fact they were the sons of the 


Liégeois family who at the end of the sixteenth century had introduced copper and 
iron metallurgy into Belgium. 
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been preceded by one of his compatriots, Stewart Mims, whose excel- 
lent work‘ has no equal in France. Cole could nevertheless have made 
profitable use of the work of P. Koeppelin, La Compagnie des Indes 
orientales et Francois Martin (1908); although it must be admitted that 
it would not have made necessary any appreciable modification of his 
general exposition of the subject. Indeed one can only admire the mas- 
terly use which the author has made of the vast bibliography of his 
subject.’ He not only has used exhaustively the documentation com- 
piled by Clément and by Depping but has also undertaken the sys- 
tematic abstracting of the manuscripts of the Bibliothéque nationale of 
Paris collected under the headings, ‘Collection Clairambault,” “Cinq 
cents de Colbert,” ““Mélanges de Colbert.” The harvest he has gath- 
ered from the unpublished documents eloquently proves how new his 
subject still was. It is a praiseworthy achievement to have constructed 
so clear and objective a synthesis from these materials. 
PAvuL HARSIN 
Université de Liége 


Business and Capitalism: An Introduction to Business History. By 
N.S. B. Gras. New York: F. S. Crofts & Co., 1939. Pp. xxii+408. 
$3.50. 

Professor Gras, in this volume, approaches economic history from‘ 
the direction of control. Who controls the economy, for what pur- 
poses, and with what means? For the purposes of this analysis he di- 
vides economic development into various stages or what might better 
be called types. He offers us the following: prebusiness capitalism, 
petty capitalism, mercantile capitalism, industrial capitalism, finance 
capitalism, and national capitalism. Each of these stages has varia- 
tions within itself. Under prebusiness capitalism there are stages which 
Professor Gras has delineated in other works, namely, collectional 
economy, cultural nomadic economy, and settled village economy. 

This method has definite advantages for the understanding of eco- 
nomic development. It assumes that each economy has some definite 
pattern or form around which all the congeries of institutions which go 
to compose it may be clustered and analyzed in terms of their relative 
importance. Many economists and historians have approached the 
problem in somewhat the same way but with varying success. 

4 Colbert’s West India Policy (New Haven, 1912). 


e. But the Marquis d’Avenel, specialist on the history of prices, and Avenel, the 
historian of Richelieu, should not be confused with each other. 
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The problem is one of selection as to the types or stages which are 
most important. Extremes in the selection of stages are difficult to 
avoid. The stages may be so broad and inclusive as to lose all pattern, 
or they may be an enumeration of details so precise as to throw little 
light on the compcsition of the whole. It seems that Professor Gras 
has tended to make his stages too broad. In the first place, it is diffi- 
cult to get the distinction between prebusiness capitalism and business 
capitalism. The author himself seems a bit confused on this point. He 
defines business as 
the administration of labor and natural resources, in partnership with capital, 
in a process which leads to the sale of goods or services, with other activities 
in a subordinate position. In the pre-business capitalistic era we find com- 
modity production, place production, form production, and time-utility pro- 
duction dominant. In business capitalism, the chief kind is possession pro- 
duction, the others being contributory [p. 28]. 

This does not seem to clarify the problem, and it becomes even hazier 
He continues: 

Of course, in the pre-business capitalism—in the cultural nomadic and 

settled village stages—there really was production for the managers and 
controllers of management. No production exclusively for use has ever oc- 
curred, except in the first stage of human existence—that nearest to the 
animal. 
If this means what it seems to mean, business capitalism is character- 
ized by possession production but so is prebusiness capitalism. He 
later states that “business is administration that looks toward ex- 
change. Private business expects a profit for its service; public busi- 
ness would pretend to offer a service without profits.” 

Professor Gras would have done better to have adhered to the control 
motif. I suspect there is no prebusiness capitalism or business capital- 
ism as they are defined. All economies are possession economies, and 
all involve exchanges. They are distinguished by different types of 
control working through different agencies. If one compared economic 
organization as controlled, say, through a primitive tribal chieftain or 
magician, an Egyptian temple estate, a Babylonian king’s household, 
a modern corporation, a contemporary national state, one would have 
to reveal the development of those institutions which made possible 
these various kinds of control. It is not evident that the emphasis on 
exchanges or sales provides a basis for marking off an era of prebusi- 
ness capitalism from business capitalism. 

Later on Professor Gras indicates very interestingly how economic 
institutions develop under certain controls. In his discussion of mer- 
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cantile capitalism he emphasizes the role of what he calls the “seden- 
tary capitalist.” This capitalist specializes in the development of busi- 
ness administration on a larger scale. The problem is not one of pro- 
duction but one of trade. The significance of accounting, agents, mar- 
ket news, commissioners, sampling, and a number of other things 
necessary to this type of business, is analyzed. Professor Gras shows 
how these institutions fit together more or less functionally. 

But the difficulty of these stages or types still remains. The dis- 
tinction between industrial capitalism and finance capitalism is almost 
impossible to discern. About the most one can say is that the capitalist 
has exerted his control and made his profits at different stages in the 
development of the industrial arts. But at what point is he an in- 
dustrial capitalist or a finance capitalist? The technique of control is 
due to developments in business management, not to the capitalists’ 
development of industrialism. 

Professor Gras has oriented his analysis in a way that makes the 
development of economic institutions important to a general type or 
stage of economic development. While this is not new, it is an ap- 
proach that forces many revisions in the received economic histories 
and, one hopes, in economic theory. But, as he indicates, a great deal 
more needs to be done before the work is concluded. He has included 
much new material on businessmen and business practices. The vol- 
ume also contains a theme which does not seem entirely relevant to a 
clarification of economic development. Professor Gras is careful to 
point out that business administration, more particularly the business- 
man, has greatly aided the progress of the world. The businessman has 
helped the humanistic movements of the past, aided science, and op- 
posed superstitution and supernaturalism. This may or may not be 
true, but the homilies on this subject scattered throughout the vol- 
ume confuse the main developments of business history rather than 


clarify them. 
DonaLpD McConneELL 


New York University 


The Rise of Railroads in the Connecticut River Valley. By THEtma M. 
KisTLer. (“Smith College Studies in History,” Vol. XXIII, Nos. 
1-4 [October, 1937—July, 1938].) Northhampton: Smith College, 
1938. 

This careful scholarly piece of work is a worth-while contribution to 
the writings on the economic history of this country and of New Eng- 
land in particular. How much the early railroad history of the Con- 
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necticut River Valley is typical of most parts of the country it is not 
easy to say, but it is certainly typical of the early railroad history of 
New England. In the chapter on “The Problems of Finance” it is 
pointed out that the Connecticut Valley held the tracks of both the 
Connecticut River Railroad and the Central Vermont Railroad, the 
first of these typical of the “‘short, locally projected, wisely located and 
well-managed railroad, which experienced little or no difficulty in 
raising the short-term funds needed and in refunding the floating debt 
accumulated into long-term obligation”; the latter typical of “the 
through road traversing a sparsely populated region, the future profit- 
ability of which was gravely questioned from the start and into which 
capital continued to be poured, principally as a speculative venture.” 
The work is footnoted with unusual completeness and to a degree 
which should be a real help to historians interested in the first sixty 
years of the nineteenth century. The Bibliography is excellent. 

The work is divided into three parts: “Introduction,” “Promotion 
and Projection,” and “Operation.” The “Introduction” deals with 
Connecticut River transportation before the railroad—turnpikes, 
bridges, and river navigation—and the era of railroad construction in 
New England, broken down into “Railroad Promotion and the Busi- 
ness Cycle” and “The Growth of the Railway System,” the latter, 
dealing with New England as a whole, summarized from MacGill and 
therefore very general in character. 

Part II is divided into seven chapters: “The Role of Distributing 
Centers”; ‘Competition for the Routes of Railroads”; “ ‘For Indirect 
Benefits’ ’’; “‘Initiators and Risk-bearers” (two chapters) ; “Inter-city 
and Inter-sectional Rivalries’; and “Problems of Finance.’”’ The au- 
thor states: 

The interests of particular distributing centers and smaller communities 
were the determining factors in the development of the network of railroads 
in New England. There was no accepted pre-determined plan of a regional 
railroad system to serve as criterion in evaluating particular projects. Rather 
the development of an integrated regional system was an afterthought, con- 
ceived by most railroad men only after the period of most feverish construc- 
tion in New England had come to a close. 


The chapter on “Benefits” deals with appeals to and distribution of 
subscribers. In it the author takes issue with the “oft repeated con- 
temporary claim that citizens who subscribed to stock were animated 
primarily by a desire to contribute to ‘a great public enterprise’ for the 
‘public benefit.’ ’’ She reaches the sensible conclusion that “only those 
felt this spirit who were in a position to reap some benefits.” The chap- 
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ters on “Initiators and Risk-bearers” deal with the merchant-capital- 
ists of Boston and the entrepreneurs of Springfield, Hartford, and the 
smaller towns. 

The title of the final section of the study—“Operation”—is some- 
what misleading, since it does not include much which might naturally 
be expected under such a heading. It does include discussions of the 
establishment of through lines by extension and by operating agree- 
ments, the competition of roads for traffic, and “the dictatorship of the 
weak,” a well-coined phrase to describe the effect of weak road rate- 
making upon competing lines. The final chapter deals with the Ver- 
mont Central Railroad. 

In her summary the author states: 

In the Connecticut River Valley, the growth of the industrial towns of 
Chicopee and Holyoke epitomizes the interrelationship between the spread 
of railroads and the rise of the factory system. Potential waterpower facili- 
ties at these two places attracted the attention of Boston capitalists just 
about the time of the promotion of railroads. 

The capital and enterprise which made possible the phenomenal growth 
of these two industrial centers came from the same source as that which 
poured into the railroads serving them. Without railroad communication 
the sites would have been much less attractive to manufacturers. Without 
waterpower sites the railroads on the routes might not have received the 
support of Boston capitalists. 

There has been little available published material on this subject 
other than short contributions to journals, etc., sometimes reprinted 
separately, except for Sidney Withington’s The First Twenty Years of 
Railroads in Connecticut and such very general treatments as in Mac- 
Gill’s History of Transportation in the United States before 1860. The 
reviewer's book on the Formation of the New England Railroad Systems, 
while it deals with the same railroads, focuses primarily on the com- 


bination of small roads into larger systems. 
— GEorGE P. BAKER 


Harvard University 


An Eighteenth-Century Industrialist: Peter Stubs of Warrington, 
1756-1806. By T. S. Asuton. (“University of Manchester Eco- 
nomic History Series,’’ No. 13.) Manchester: Manchester Uni- 
versity Press, 1939. Pp. x+156. 8s. 6d. 

This volume, like several of the others in the distinctive and influen- 
tial economic history series of Manchester University, owes its ex- 
istence largely to the more or less accidental preservation and salvag- 
ing of old letters and account books. The early records of the Stubs 
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firm, manufacturers of files, recovered from a factory loft in Warring- 
ton and now preserved at Manchester, cover the years from 1806 to 
1830 as well as the period of Mr. Ashton’s volume. The author’s wide 
acquaintance with the economic history of the period enables him to 
make judicious and illuminating use not only of the Stubs records but 
also of other sources. 

Files gained new industrial importance from their uses in the in- 
dustries that were being rapidly mechanized before the development of 
precision tools and interchangeable parts. It is stated, for example, 
that in that era of rapid expansion of the textile industries every spindle 
had to be filed by hand for smooth running in the bolster. Later, with 
the development of exact measurements, molding, stamping and pres- 
sing, and standardized interchangeable parts, file-making was mechan- 
ized; but in the meantime tools and machines in general were so per- 
fected as greatly to restrict the need for files. 

Peter Stubs emerges from the account books and letters as a per- 
sonality distinctive and interesting and yet in many ways typical of 
the pushing entrepreneurs of his age. Although his business was not ex- 
tensively mechanized, it nevertheless came under the prevailing in- 
fluence of administrative centralization, and it illustrates the transition 
from the merchant-employer system to the factory system. His em- 
ployees illustrate the changing status of workers in regard to appren- 
ticeship, contractual relations, debts, and truck. There are intimate 
pictures of the business relations of Stubs with suppliers of materials, 
purchasers of files, financiers, wholesalers (whose functions Stubs 
largely took over), carriers (who were acutely competitive), and other 
file makers (who formed combinations for regulating production and 
prices in a manner hardly in keeping with later views of the period as 
the golden age of competition). An interesting sidelight is the chapter 
on Stubs as an innkeeper and his use of by-products of the inn (malt 
dust and “‘barm-bottoms,” the dregs of beer barrels) for making a paste 
regarded as essential for covering the files at one stage in their fabri- 


cation. 
Witt BowpDEN 


Washington, D.C. 


The Plans of Men. By LEonaRD W. Doos. (Published for the Insti- 
tute of Human Relations.) New Haven: Yale University Press, 
1940. Pp. xiii+411. $3.00. 

In this book the well-known psychologist of Yale and of the Insti- 
tute of Human Relations has undertaken, as we are told by the 
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“blurb” on the jacket, to “analyze each science that examines a sepa- 
rate phase of human behavior . . . . in the light of modern research” 
and to criticize it “for what it contributes or fails to contribute to 
guiding society.’”’ He then “proceeds to apply [the profound insights 
yielded by these sciences] to the specific problems of political, indi- 
vidual, social, economic, and regional planning that exist in the United 
States and [to show] why the plans do or do not succeed” and, in addi- 
tion, “‘analyzes the planning involved in Fascism, Communism, and 
War.” Whoever may be responsible for the wording of these ‘‘modest” 
claims, they give a fair description of what is attempted in the book. 
The author’s equipment in the social sciences is seen to be based on 
a fairly considerable reading of books and articles by recognized lead- 
ers in each, done as intelligently as could at all be expected from a 
person not originally or especially trained in the disciplines themselves, 
and considering the present state of knowledge and thinking in the 
disciplines individually. 

The resulting performance must also be described in similar terms; 
it is as good as could at all be expected. But (to this particular re- 
viewer ) it is not inspiring. Its chief result is a reproach to social sci- 
ence; there is apparently little sound analysis of the problem of social 
organization, in terms of “fundamentals,” available anywhere. It is 
to be presumed that appraisals by specialists in particular branches 
of social science would vary enormously, depending on the particular 
discipline from the point of view of which the appraisals were made. 
The intelligent smatterer in all the disciplines represents an additional 
approach, which is more like that of the man in the street; “journalis- 
tic’ might be an appropriate name for it—served up, in the present 
case, in psychological jargon. Obviously, none of these types of treat- 
ment is entirely satisfactory, and the question as to where to turn 
for truth and light remains unanswered. 

To the specialist in economic theory, this high-order journalism as 
a procedure seems to work better in the case of any other discipline 
than in that of his own. This impression might be taken for granted 
and dismissed as a prejudice; but there seem to be good reasons why 
it should really work out so. The particular contribution of economic 
theory to the general problems of social organization is that of (a) 
separating out and formulating the economic problems involved or the 
economic aspects of the problems and of (6) formulating certain very 
general principles in harmony with which and on the basis of which 
any sound solution must be worked out. The particular characteristic 
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of economic theory as a science (in the sense in which it is a science) 
is that its subject matter admits of stating such principles, with a very 
exceptional degree of validity and definiteness. This may be said to 
be the “aspect” of the general problem, which constitutes the field 
or subject of this particular discipline. In the nature of the case, the 
resulting principles are highly abstract and correspondingly remote 
from the concrete “reality” of the common man. They are somewhat 
similar to the content of theoretical physics in this respect, as in other 
respects. It follows “naturally” that any real practical grasp or appli- 
cation of such principles calls both for an especially prolonged and in- 
tense special training and for wide information about the reality from 
which they are drawn and about the particular problems to which 
they are to be applied. 

The relation of the economic principles to practical problems is 
also similar to what we find in the case of theoretical mechanics and 
engineering technology. They form a “first step” in an analytical at- 
tack on the problems. It is a very short step—comparable to what the 
law of the conservation of energy tells, say, to an automobile engineer, 
about how to proceed in building the particular machine which he has 
in view. But (similarly again) it is a highly essential step, since one 
knows in advance that any feature of the design which involves a 
violation of any such principle may be rejected without further in- 
vestigation. Thus even highly abstract principles exclude a vast range 
of wrong procedure and are vitally important in telling the practitioner 
what not to do, and in saving time, costs, and losses of investigation 
or experimentation. 

In a review written primarily for economists, it is fair to sample the 
author’s performance and reasoning in this particular field. In a late 
chapter on the “Need for Planning,” we read: 

Previously it has been shown that the problem of employment cannot 
be solved by returning to the production level of 1929, since the productivity 
of labor has increased so much in the meantime. There is no guarantee that 
individual producers can or will increase their output over the 1929 level 
so that more workers may be employed; for this reason some kind of an 
economic plan whose goal is the increase of employment—whether by in- 
creasing production, decreasing hours of work, or a public works program— 
seems imperative [p. 361]. 


Obviously (to an economist), the author’s conclusion in no way follows 
from his premises. It is a pure petitio principii. Incidentally, but quite 
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significantly, the reasons which lie behind such reasoning are supposed 
to belong to the special field of the psychologist! 

The main question is whether the best procedure for curing unem- 
ployment will consist in measures for making the free-market economy 
function more in accord with its fundamental theory, which shows any 
large unemployment to be impossible under certain idealizing assump- 
tions (generally analogous to the frictionless conditions of theoretical 
mechanics), i.e., by finding and removing the causes of friction or 
other distortion, or whether it must consist in “‘abolishing” this system 
of economy and substituting something entirely different. On this 
main question, we have been told nothing at all. It is simply not recog- 
nized, and apparently not seen. Nor, naturally enough, are we told 
any more about the actual feasibility or possibility of any other system 
existing and functioning, or of its being established by any measures 
which “society” could possibly take. 

With reference to these issues, the author’s own analysis of the 
attempts which have been made in recent years to set up and operate 
alternative systems, points very clearly to certain conclusions, which 
he fails to draw, “naturally enough,” in view of the absence of any 
analysis which gets down toward fundamentals. It is true that he 
rejects the idea of a “master economic plan” (pp. 275-76), but only 
on the crude empirical ground that such a plan “‘seems to be successful 
only by controlling most aspects of social living,” that it “tends to 
disregard the human element . . . .”’ (my italics). In fields outside his 
own specialty, the reviewer must speak with appropriate reservations. 
But on the basis of considerable thought and study on the political 
problems, he must say that some things are indisputable in that field 
also. ‘“‘Planning”’ is a “‘weasel’’ word. As a general concept or ideal, it 
is something in which almost everybody believes or will profess belief. 
It does not follow that they would really like a planned social order, 
even if administered in the most ideal way—as a kind of “model 
penitentiary” or orphan asylum—-still less that there would be any 
general and happy agreement on a way of selecting the particular plan 
and of assigning roles in execution, powers and duties of functionaries, 
and the remuneration for each, etc. In fact it is surely “axiomatic” 
that central planning inherently means planning by some individual— 
or group of individuals small enough to act as a unit—“‘for” every- 
body else. 

It seems a waste of mental energy to comment, however astutely, 
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in empirical terms, on matters of detail, which could either be settled 
briefly on the basis of self-evident general principles, or which at least 
cannot be very profitably discussed until these are made clear and taken 
into account. The reader will find many penetrating observations in 
Mr. Doob’s pages; but unless he is willing to supply such fundamentals 
or fails to miss them, much of the discussion must seem unnecessary 


and tedious, and even beside the point. 
FRANK H. KNIGHT 


University of Chicago 


The Economics of Corporate Saving. By J. ELLwoop Amos. Urbana: 

University of Illinois Press, 1937. Pp. 136. $2.00. 

One interesting observation made by the author relates to the 
paucity of theoretical analysis of the effect of corporate saving upon 
the economy. It is, of course, true that the author is able to make a 
very considerable number of references to writers in connection with 
the chapter on theoretical considerations, which indicates that the sub- 
ject has not been wholly neglected by economists; but it nevertheless 
appears quite evident that the analytical side of the subject has been 
decidedly neglected as compared with the work that has been done on 
the statistical side. This volume helps to fill the gap; but it is evident, 
as the author will, I am sure, himself admit, that it is only a beginning 
and that very much more work needs to be done in this field. 

According to the author, in the very early history of corporations it 
was the usual rule to distribute the entire profit in dividends. Early in 
the history of the modern corporation, however, this policy changed. 
Corporate savings in the period 1923-29 accounted for a large propor- 
tion of total saving and “averaged more than 4} billion dollars per 
year” (pp. 51 and 130). The author finds that corporate savings in this 
period amounted to 45 per cent of net profits (pp. 43 and 130) and pro- 
vided an average of 49 per cent of new corporate capital and, if public 
utilities and railroads are omitted, of 60 per cent of new corporate 
capital. 

The figure for total corporate saving is larger than that given by 
most authors. The reason, as pointed out by Mr. Amos, is that most 
writers use net corporate saving which, by taking account not only of 
positive corporate saving but also of business losses, gives in reality the 
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net change in corporate capital and not the actual amount of corporate 
saving. In comparing the percentage of corporate to total saving, the 
author appears, however, to have understated the proportion of cor- 
porate saving, since his figure for new issues is not the net figure for 
productive investment but is the gross figure, including all the duplica- 
tions involved, as, for example, in holding-company issues. 

With respect to the factors affecting corporate saving, the author 
believes that “the need for saving varies inversely with the size of the 
corporation” (p. 57). He holds that the smaller corporation does not 
have easily available outside sources of new capital and needs to draw 
more heavily upon its own profits. He thinks, however, that as corpo- 
rations increase in size and, according to the thesis just stated, need 
less urgently to rely upon their own retained earnings, nevertheless the 
very fact of size tends to encourage greater saving. This theoretical 
conclusion is rather meagerly supported by reference to the statistical 
work of other writers (pp. 56-57). It is pointed out, however, that pub- 
lic utilities and transportation companies, in recent years at least, have 
been relatively modest savers and that some of the largest corporations 
must also be placed in this category, so that it is not “safe to conclude 
that all large corporations are large savers.” In addition to size, other 
factors affecting corporate saving are age, nature, and scope of the 
operations of the corporation; the capital structure of the corporation; 
taxation; the character of the ownership—closed corporation or pub- 
licly owned—and the degree to which management is relatively free of 
stockholder interference. With respect to taxation, it is pointed out 
that the steeply graduated personal income tax has probably tended to 
increase the amount of corporate saving (p. 66). 

With respect to the economic effects of corporate saving, the analy- 
sis is not very thoroughgoing and needs to be pushed much farther than 
is done in this volume. There is some reference to the oversaving, over- 
expansion, and other theories but no thorough probing of the issues 
involved. It is suggested that the practice of corporations in saving a 
large part of their profits in the twenties enabled them to avoid the 
restraining influence which they might have felt had they been forced 
to turn to the capital market. In view of the state of the capital market 
in this decade, however, this conclusion may be very seriously ques- 
tioned. The author suggests that corporate management may some- 
times be more “imbued with the idea of economic empire” than with 
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close economic calculations (p. 77). He cites the views of various au- 
thors (pp. 82-83) to the effect that directors use retained earnings with 
more abandon and less careful judgment than funds derived from other 
sources, that there is some evidence of a smaller return per dollar on 
reinvested profits than on other capital, that the habit of corporate 
saving persists so strongly that corporations continue to grow beyond 
the point of maximum efficiency, that this source of capital is likely to 
direct its flow not into industries which will yield the largest returns but 
into industries which have the most skilful promoters, and that man- 
agement may favor large reinvestment of earnings in order to insure 
continuity of dominance of a corporation and also because the income 
of the management is often more dependent upon size than upon the 
earning power of the invested capital. 

It is suggested (p. 85) that the accumulation of corporate saving 
may at times have facilitated price resistance during periods of falling 
prices and that, moreover, the direction of corporate spending may 
exert a considerable influence on price movements. The author is not 
able to arrive at any definite conclusion with respect to the effect of 
corporate saving upon the maintenance of production during depres- 
sion. He finds that the accumulation of surpluses in good years was not 
very effective in the maintenance of dividends during bad years (p. 87). 

The author makes no comparison of American corporate saving with 
that in other countries. It would be useful if someone would explore 
the relation between the amount of corporate saving and the relative 
rates of expansion in different countries. Also it would be interesting to 
ascertain the impact of quasi-depressed conditions upon the tendency 
of corporate management to withhold dividend payments, even though 
the earnings of the company have been quite satisfactory. It may be 
that we may discover a conflict between what is good economics from 
the standpoint of the economy as a whole and what corporate manage- 
ment may regard as sound procedure from the standpoint of the con- 
tinuity and solvency of the individual corporation. In recent years, 
when there is reason to believe that large dividend payments stimulat- 
ing consumption would have been in the general economic interest, 
there appears to have been a disposition of corporate management to 
tighten up all the more with respect to the amount of profits which they 
deemed it necessary to retain in the business. 

The volume under review deserves study, though it represents a 
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preliminary and tentative introduction to the subject. It is to be 
hoped, however, that its appearance will stimulate further research in 


this important field. 
ALvin H. HANSEN 
Harvard University 


International Monetary Economics. By MICHAEL A. HEILPERIN. New 

York: Longmans, Green & Co., 1939. Pp. xiv+281. $4.20. 

*Dr. Heilperin attempts to bridge the gap between monetary na- 
tionalism and monetary internationalism. Among other things, he 
gives the reader a rather elementary discussion of the place of gold in 
the monetary system, the relation of gold and prices, the balance of 
payments, and theories of foreign exchange. 

I am not convinced by the case presented for internationalism in 
monetary policies. Heilperin seems to have isolated himself from the 
repeated criticisms of the gold standard which are to be found in the 
literature of the thirties. Thus he is unduly optimistic of the possibili- 
ties of expansion in 1933 under gold or is possibly merely visionary 
(pp. 196-97). The fact is that adequate expansion was not forthcoming 
in 1930-32, and France was to discover that adherence to gold from 
1932 to 1936 was to involve her in a drastic if not catastrophic defla- 
tion. Again he does not tell us how the world is to obtain the inter- 
national co-ordination of prices required under stable exchanges (p. 
150). Why, furthermore, is equilibrium in the fullest significance to be 
discussed only on the assumption of stable exchanges? (p. 143). Rigid- 
ity, whether it be of commodity prices, wages, or exchanges, will not 
assure us of equilibrium. The reverse is true. Where rigidities at home 
interfere more and more with the attainment of equilibrium, failure to 
accept flexibility of exchanges is likely to prove suicidal. 

Heilperin’s views on free exchanges are unacceptable to the reviewer. 
On pages 168-69 we are told that the same fundamental adjustments 
are required under flexible exchanges as under fixed exchanges. The 
emphasis is placed upon the adjustments through changes in prices, 
short-term capital, and monetary supplies. I do not see, however, that 
adjustments will be similar. Flexible exchanges may induce downward 
or upward movements as well as oscillations around a norm. Consider a 
world under deflation. Adjustments for a country attempting to iso- 
late itself against the deflationary pressure would be made through 
upward pressure on prices, inward movement of capital (cnce a low 
point in the exchanges is reached), and a reduction of interest rates. 
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Under rigid exchanges the prices would move downward, rate of inter- 
est upward, and capital outward. It is misleading, therefore, to argue 
that exchange fluctuations bring equilibrium in international payments 
provided that policies in substance very similar to those required un- 
der the gold standard are introduced (p. 219). 

At one point the author comes close to a recommendation of flexi- 
bility in the exchanges, at least around a norm. He, however, shrinks 
even from this limited approval and argues that, for example, with co- 
ordinated price policies, and proper functioning of short-run elements 
in the mechanism of re-equilibrium, even these fluctuations are not 
required (pp. 219-21). 

Though Heilperin supports the gold standard, his views are not 
exactly orthodox. It is scarcely a gold standard that he proposes: 
whenever the pressure becomes great, he would cut the price of gold 
(pp. 71, 176-77, 190-91). In taking this position, he seems to give up 
his half-hearted defense of monetary internationalism. This attitude 
toward parities is a reminder of several related points. The emphasis 
on exchange manipulation and adjustments to changes resulting from 
the disruption of international price equilibriums as the explanation of 
required downward adjustments of prices and wages is overdone. At 
least in these matters the author is a realist. He admits that changes in 
parities are then required (pp. 201-2). There are, however, other ex- 
planations of the pressure to adjust prices and wages at home. 

It is, according to Heilperin, by no means certain that exchange 
depreciation brings a national gain; but the international losses in 
terms of instability and disturbances are evident (pp. 234-35). In my 
view (as I have argued elsewhere) both national and international gains 
are to be found in the cluster of experiences with depreciation in the 
years 1930-36. 

There are many other points on which I disagree. The volume as a 
whole is a courageous attempt to salvage something from the orthodox 
views on stable exchanges. In my opinion, the result is as successful as 


any such attempt can be. 
S. E. Harris 


Harvard University 


The Bank of Canada: The Development and Present Position of Central 
Banking in Canada. By Mitton L. Stokes. Toronto: Macmillan 
Co. of Canada, Ltd., 1939. Pp. xii+382. $4.00. 

Many people in the United States who have a firm admiration for 
the people, the traditions, the laws, the business customs, and the firm- 
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ly established banking system of Canada will take special interest in 
the circumstances and conditions which led to the establishment of a 
central bank in that country in 1935. The Bank of Canada by Professor 
Stokes is an excellent description of the interplay of the political and 
economic forces which created a central bank and molded it during its 
early and formative years. 

The book not only is a carefully documented and scholarly presenta- 
tion of the history of the Bank of Canada but is also an adventure in 
business history. In obscure sources Stokes has found references to 
those who first advocated the establishment of such an institution. 
The movement toward creating the bank is arranged in a setting which 
includes the hard times which accompanied the depression and the 
varied theories of credit control which were the characteristic products 
of such a period. At a time when Professor Irving Fisher was advocat- 
ing the commodity dollar, Sir John Aird was stating that the banking 
system had no responsibility for prices and the president of the Cana- 
dian Bankers Association was stating that the banks had no control 
over their volume of deposits. Professor Swanson of the University of 
Saskatchewan was making the claim that it would be dangerous for 
the government to undertake the control of the volume of credit, and 
Major Douglas was advocating the establishment of a system of social 
credit. Eastern bankers and industrialists, western farmers, labor 
leaders, conservatives and radicals, each in turn make a brief but 
characteristic appearance in Stokes’s pages indicating the pressure 
groups which were advocating or opposing various monetary theories 
before parliamentary committees or before the MacMillan Commis- 
sion. The tense moments of the depression when a discontented public 
was most critical of banking and business leadership because of un- 
employment and the burdensome increase in the load of debt are clear- 
ly pictured with extracts from documents of the moment. 

The radicals of western Canada were not permitted to pursue so 
extreme a course as to cut off the West from all alleviation of hard 
times by the credit resources of the East, while the eastern banking 
authorities were not allowed to pursue so deflationary a course as to 
liquidate their own institutions. Canada followed a middle course, cre- 
ating the Bank of Canada, an institution which increased the volume of 
credit outstanding by an amount which reversed the movement toward 
extreme credit contraction. Moreover, the Canadian government 
showed extraordinary wisdom in their choice of Graham F. Towers as 
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governor of the Bank of Canada, and that institution has been most 
ably handled under his guidance. The necessity for further appease- 
ment of the western radicals, making the institution a government in- 
stitution rather than a private bank, was unfortunate, but this mis- 
fortune has been offset by wisdom in leaving a large measure of initia- 
tive to the officers of the bank. 

The politician seeking election finds it natural to make promises, 
but an impartial observer might find it hard to understand why men 
once in office remove barriers safeguarding them against undue re- 
sponsibility. By leaving the Bank of Canada as at least a nominally 
independent institution, parliament or the government would have had 
an excellent whipping boy in time of crisis. Perhaps politicians have 
become convinced of the old axiom that no government can long with- 
stand depression. (On this theory the government might as well have 
nominal as well as real control of the central bank.) With our present 
limited knowledge of means for control of depressions it will be inter- 
esting to see how the Canadian government will handle the post-war 
crisis. The government has taken over complete control of an institu- 
tion whose charter calls upon it “‘to regulate credit and currency in the 
best interests of the economic life of the nation, to control and protect 
the external value of the national monetary unit To mitigate 
. ... fluctuations in the general level of production, trade, prices, and 
employment, so far as may be possible within the scope of monetary 
action, and generally to promote the economic and financial welfare of 
the Dominion.” 

It would seem that in Canada as well as in the United States the 
government is prepared to accept responsibility for depression as well 
as prosperity. 

Pennsylvania State College 


DoNnaLp M. MARVIN 


The Monetary Problem, Gold and Silver. Edited by RALPH ROBEY. 
(“Final Report of the Royal Commission Appointed To Inquire into 
the Recent Changes in the Relative Values of the Precious Metals, 
Presented to Both Houses of Parliament, 1888.” Reprinted by per- 
mission of the British Government.) New York: Columbia Univer- 
sity Press, 1936. Pp. xxviii+369. $3.50. 


The late eighties and early nineties were a critical period of mone- 
tary history, comparable to our own. The fall of commodity prices 
(since 1873) unleashed an avalanche of monetary reform ideas, largely 
in favor of silver—the coincidence of depression and silver demonetiza- 
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tion could not fail to be very impressive. Had it not been for the wis- 
dom of the British government and the then financially leading London 
City, the world might have passed through one of the most expensive 
monetary experiments in history. If any single intellectual factor had a 
decisive role in stemming the onrush of the silverites, the 1886-88 
Royal Commission deserves the credit. By presenting the pertinent 
facts with a masterly clarity and analyzing them to show the futility of 
experimenting with silver, the commission’s majority report was in- 
strumental in leading British public opinion and policy. The present 
volume has been reprinted, as Nicholas Murray Butler’s Foreword in- 
dicates, at the expense of the Carnegie Endowment for International 
Peace; that institution, as well as Dr. Robey, who signs as editor, de- 
serves the thanks of the country’s economic audience for rescuing ‘‘this 
truly great Report’ from the dust that threatens to engulf even the 
best among the Blue Books of the British Parliament. It contains 
merely the Final Report, including that of the pro-silver minority, 
omitting the raw material of the first and second reports (1887-88). 
Professor Alfred Marshall’s often-quoted memorandum, with his sense- 
less proposal of “symmetalism,” is also omitted; this is regrettable, 
because of the challenging comparison which it invites between playful 
and irresponsible a priori theorizing of the pure academician, on the one 


hand, and the common-sense reasoning of the “‘practicians,”’ on the 
other. 


The reprinting is literal throughout, without any change or com- 
ment. The Introduction of twenty pages by the editor offers a concise 
and well-balanced survey of British monetary and banking policies in 
the pre-war century, based almost entirely on secondary, and in part 
on outdated, literature. Its objective, however, is not quite apparent, 
unless for class purposes. It contains virtually no reference to the spe- 
cific problems of the Report or of silver in general. This is the more 
regrettable, since a comparison of the Report’s findings and reasonings 
with recent developments caused by silver-depreciation and under- 
lying it should be most instructive. Without some evaluation of simi- 
larities and differences between apparently identical problems of dif- 
ferent periods, the reprinting and circulating of a major work such as 
this volume under review will not be of much avail against the prevail- 
ing practice of uncritically adopting short-cut “theoretical” formulas 
based, as a rule, on distorted historical analogies. 


MELCHIOR PALYI 
Chicago, Illinois 
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An Enquiry into the Nature and Effects of the Paper Credit of Great 
Britain (1802). By Henry Tuornton. Edited, with an Intro- 
duction, by F. A. v. HaveK. New York: Farrar & Rinehart, Inc., 
1939. Pp. 368. $3.50. 

This is the second volume in a series of reprints of classics of eco- 
nomic thought, under the general editorship of Dr. P. N. Rosenstein- 
Rodan of the University of London. 

Since the revival of interest, in the last thirty years, in the English 
monetary controversy of the Napoleonic Period, it is familiar to stu- 
dents of monetary theory that David Ricardo did not originate the 
body of doctrine with which his name is associated and that on many 
points his analysis fell short of that given by contemporaries whose 
names have almost been forgotten. Unfortunately, the works of these 
men have generally been available only in the larger libraries. Prob- 
ably the greatest of these writers who developed the monetary ideas 
to which the name of Ricardo was later to be attached was Henry 
Thornton. His book of 1802 on paper credit was widely discussed in 
England and within a short time appeared in an American edition and 
was translated into French and German. This reprint includes, in 
addition to the text of that book, Thornton’s evidence before the Parlia- 
mentary Committees of 1797 investigating the Bank of England, his 
manuscript notes in the copy of Lord King’s Thoughts on the Effects of 
the Bank Restrictions that is in the Goldsmiths’ Library of the Uni- 
versity of London, and his two speeches on the Bullion Report in the 
House of Commons in May, 1811. 

Professor Hayek has written a sympathetic and discriminatory in- 
troduction of fifty pages. Even economists who are familiar with 
Thornton’s economic writing and his part in the monetary controversy 
in Parliament will get a new perspective on him as a successful banker, 
philanthropist, writer on religious topics, advocate of reform move- 
ments, and leading spirit in the Clapham Sect. Professor Hayek has 
good ground for his praise of Thornton’s economic thinking. Thornton 
did not have the quality of mind that oversimplifies economic prob- 
lems and answers them by a few simple rules. This is undoubtedly 
one of the main reasons why Ricardo’s presentation of monetary theory 
was more satisfying to the average person. This also probably explains 
why, in the light of present-day monetary problems, Thornton’s ap- 
proach seems more realistic than that found in Ricardo’s neat, mecha- 
nistic system. Monetary theory would have benefited if economists 
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had read more Thornton and less Ricardo. It is to be hoped that this 
timely reprint, with its excellent Introduction, will contribute to that 


end. 
FRANK WHITSON FETTER 


Haverford College 


Social Problems in Labor Relations: A Case Book. By Pau. Picors, 
L. C. McKenney, and T. O. Armstronc. New York: McGraw- 
Hill Book Co., Inc., 1939. Pp. xxiii+-325. $3.00. 

It is becoming evident that case books will be documents of value 
to the future historian as they are to the present-day student of human 
relations in industry. But “insiders” who have daily contact with 
workers and their problems are usually too tired or too busy or too 
lacking in perspective to record the happenings of the day’s work and 
“outsiders” too often lack background and firsthand contact with 
workers and plant operations. Hence, there is a plethora of material 
on personnel work and industrial relations which lacks validity because 
it consists either of material gleaned from public addresses, from house 
organs, and from other oral and printed vaporizings of wishful-thinking 
employers or from unrealistic articles in technical journals which 
represent workers as cost curves, base rates, production schedules, and 
columns of statistics. 

It was obvious to the authors of Social Problems in Labor Relations 
that, when they started their investigation of two large corporations, 
they would have no difficulty in obtaining a blueprint description of 
the plant and its organization plus a “formal description of the policies 
regarding labor relations as understood by management.” To get a 
picture of detailed human relations and what actually happened, they 
found they had to establish far more intimate connections with workers 
than a mere visitor could possibly have. In the two corporations 
studied, therefore, they managed not only to secure sufficient freedom 
of movement to furnish them with a picture of plant operations as a 
whole but also to establish personal contacts at the work level. 

In the “National Manufacturing Company” and the “‘New Process 
Rubber Company” the authors carried on observations for about two 
years, and the numbers of cases they witnessed convinced them that 
the technical and the social points of view were often in conflict. The 
pathetic failure of management to carry not only workers but even 
foremen with it is evident throughout the book, and the authors might 
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well have pointed out that this failure is often due to posting a notice 
on a bulletin board as a fait accompli instead of laboriously and pa- 
tiently explaining, personally, new policies and procedures to workers, 
both individually and in groups, and getting in return their viewpoints 
and suggestions. The “National Manufacturing Company” deals with 
a genuine industrial union affiliated with the C.I.0. The “‘New Process 
Rubber Company” had, at the time the plant was under observation, 
an “independent” union which was later ordered to cease and desist 
by the N.L.R.B. It is interesting to study the cases in light of these 
facts. Management would profit by paying close attention to the ex- 
ample of co-operation between organized labor and management, a 
social invention the neglect of which may bring far more disruption of 
industry than we have yet witnessed. 

Sections are devoted to selection, employee rating, discharge, train- 
ing, wage administration, and many other subjects with which any 
industrial relations worker must deal and on which he cannot have too 
much information. As we have indicated, this book, fresh from factory 
experience, merits examination by management also. Even visitors 
and outsiders will not be so gullible in swallowing wishful-thinking 
addresses and pamphlets if they read this meaty and interesting case 
book. It is to be hoped that teachers who use it as a textbook will have 
sufficient background and understanding to call the attention of their 
students to the many examples of bad as well as good procedure in the 
cases presented. The authors leave a good deal to the imagination 
and judgment of the reader. Instructors are occasionally endowed with 


these qualities and in such cases can fill the gap. 
Mary B. GILson 


University of Chicago 


Social Insurance Coordinated: An Analysis of German and British Or- 
ganization. By C. A. Kur. Washington: Committee on Social 
Security, Social Science Research Council, 1938. Pp. xiv+333. 
$2.50. 

Dr. Kulp undertook a difficult task in his Social Insurance Coordi- 
nated. Too frequently social insurance books adopt taxonomic ap- 
proaches that reflect little concern for underlying developmental forces 
and therefore lapse rapidly into obsolescence. Dealing with the British 
and German social insurance systems, Dr. Kulp attempts to bring 
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out the trends toward “coordination exclusively of organization and 
administration” and toward “centralization, or close control at the 
top level of authority, supervisory or administrative.” Broadly speak- 
ing, it seems that there have been such trends, but the evidence strikes 
the reviewer as less important than the way in which co-ordination and 
centralization apparently occur. After German administrators and 
scholars ‘discussed coordination fruitlessly for decades,” the thousands 
of German health insurance funds underwent a degree of co-ordination 
because the totalitarian Nazis arrived (p. 34). Without some such 
stimulus, British commissions on co-ordination “failed to produce posi- 
tive recommendations and sometimes even to publish a report” (p. 34). 
Although the author regards the chief force for central control of un- 
employment relief in Great Britain as the “broad and apparently re- 
sistless trend and predisposition toward centralization that permeates 
.... the entire social and political structure,” he also recognizes the 
“immediate” and, in the reviewer’s opinion, more tangible force repre- 
sented by the inability of local governmental authorities to bear the 
cost of such relief after the war of 1914-18. That co-ordination and 
centralization are end-products of forces not inherent in the social in- 
surance organization itself is also indicated by the numerous instances 
cited in which they bear every kind of relationship to one another, 
direct and inverse. 

Dr. Kulp’s realistic discussion of why co-ordination developed or 
failed to develop in the case of any of the parts or the whole of the 
two European social insurance organizations cannot by its nature lead 
to a simple conclusion. He feels that “social insurance organizations 
are traditional and social rather than technical institutions. No ques- 
tions of social insurance policy or social insurance organization can be 
settled apart from the fundamental social, political and traditional 
background against which they must operate” (p. 272), For our bene- 
fit: Since America has its own background, it is dangerous to adopt 
technical forms that owe their validity to a transient German or Eng- 
lish situation of the past. Yet European experience does suggest that 
the earlier we try to co-ordinate our systems, the easier it will be (see 
p. 305). The alternative, seemingly, is to wait for some momentous 
development—perhaps another great depression—to produce co-ordi- 


nation as one of a train of great effects. 
HARRY MALISOFF 


Washington, D.C. 
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The Invisible Tariff: A Study of the Control of Imports into the United 
States. By Percy W. BipweLt. New York: Council on Foreign 
Relations, 1939. Pp. ix+ 286. $2.50. 

A comprehensive study of this country’s nontariff trade barriers 
and controls has been long overdue, and Dr. Bidwell’s monograph is 
the first real attempt to show that the tariff problem is no longer merely 
a matter of the “‘visible” tariff but embraces a wide variety of ad- 
ministrative controls that constitute the “invisible” tariff. These con- 
sist first, according to the author’s classification, of controls “allied to 
the growth of protectionism,” such as customs formalities, protection 
against unfair competition (marks of origin, countervailing duties, 
etc.), quotas, and administrative power to “flex” the tariff and to 
negotiate trade agreements; and, second, of police measures applied 
to imports for the protection of “the health and security of the popu- 
lation, and the health of domestic animals and plants.” 

Despite the impression given by the title and introductory chapter 
that the book is going to bristle with examples of clandestine protec- 
tion, little concrete evidence is presented, and the conclusion is 
reached that the American record of using administrative controls to 
reinforce its protectionist system is “not bad” when compared with 
that of other countries. Outstanding, but no longer typical, is the 
case cited on page 69, in which a customs official in 1925 declared that 
Congress, in enacting marking provisions, intended “to make competi- 
tion with domestic manufacturers more difficult and expensive.” The 
mandatory embargo on imports of live cattle leaves no doubt in the 
author’s mind that “Congress designed it to afford economic protec- 
tion to the American livestock industry” (p. 213). The taint of eco- 
nomic protection is also found in the case of milk (pp. 177 ff.) and in 
certain plant quarantine laws (pp. 239 ff). Aside from these cases about 
all that remains is a description of the framework within which abuses 
might be perpetrated and the heightened awareness that “in every 
customs regulation, every sanitary restriction on importation of ani- 
mals and plants, it is possible that there is concealed a measure of eco- 
nomic protection” (p. 3). 

While the book is a very useful contribution, it lacks the sharpness 
of treatment which would come from a more careful definition of the 
problem, to which an examination of the experience of the Inter- 
national Chamber of Commerce and the Economic Committee of the 
League of Nations in handling such questions would contribute a 
great deal. The difficulty is partly a matter of terminology. The au- 
thor uses the term “administrative protection” almost exclusively, 
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although at the outset he states his preference for “indirect protec- 
tion” because legislatures are often responsible for such “chicanery”’ 
(p. 3). It is impossible, however, to use either term consistently to 
cover such varied and dissimilar trade controls as quotas, subsidies, 
countervailing duties, antidumping legislation, tariff bargaining, flex- 
ible provisions, quarantines, marks of origin, embargoes, and customs 
formalities. These can be separated into measures which give “indi- 
rect” protection and those which do not, but the test is whether they 
are actually intended or used to give economic protection when they 
are nominally intended for other purposes. The question is not whether 
they are tariff or nontariff, visible or invisible, but whether they are 
intended or used to harass the importers, as distinct from measures 
which directly affect imports as such or are designed to protect the 
revenue. When handled in this way it becomes clear why many ad- 
juncts to the tariff are called “indirect,” “clandestine,” “‘surrepti- 
tious,” or “dishonest,” and why the tariff problem today is chiefly an 
issue between good and bad protection, in contrast with the time when 


it was mainly one of protection versus free trade. 
E. M. WINSLOW 


U.S. Tariff Commission 
Washington, D.C. 


Review of World Trade, 1938. By Economic INTELLIGENCE SERVICE, 
LEAGUE OF Nations. Geneva [New York: Columbia University 
Press], 1939. Pp. 85. $.60. 

The Review of World Trade interprets salient features for foreign- 
trade developments in terms of quantum, price, and value for total 
trade of the world, individual countries, blocs, empires, and continents, 
and for trade in important staples. Its companion (and source) 
volumes include /nternational Trade Statistics, International Trade in 
Certain Raw Materials and Foodstuffs by Countries of Origin and 
Destination, and Balances of Payments. The Review of World Trade 
is almost wholly analytical; its related volumes statistical. 

The current edition emphasizes the relationship between prices and 
quantities, thus placing its reader in debt not only for price and quan- 
tum data which cannot easily be obtained elsewhere but also for sug- 
gestive demand-and-supply analysis of current developments made 
possible by price and quantum data. (The type of analysis referred to 
is given more extended treatment in Carl Major Wright’s Economic 
Adaptation to a Changing World Market reviewed in the June, 1940, 
number of this Journal.) 
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Brief but excellent inductive studies are made as a result of the 
central emphasis upon differential movements in prices and quanta for 
external trade. These studies should be cast against the background of 
similar quantitative measures for internal trade which the reader may 
mentally supply. If this is done, a very considerable advance is made 
in our understanding of the differential cyclical development in many 
countries whether that development has been induced by internal fac- 
tors or whether it is the reflection of external factors. The examples 
relating to these points include the illustration that of all highly 
industrialized countries Germany alone in 1938 increased the value of 
her imports (by 7-8 per cent), due largely to heavy increases in raw 
material imports for rearmament purposes (copper, increase of 35 per 
cent; raw iron, 131 per cent; oil, 28 per cent); in the case of France 
effects of anticipations of continued decline in the exchange value of 
the franc are observed; and in the case of the Argentine the high value 
of exports in the previous year led to an increase of 31 per cent in 
machinery imports (following an increase of more than 60 per cent in 
the preceding year) despite a decline of about 6 per cent in total 
imports. 

The authors of the study have succeeded admirably in maintaining 
balance between analysis and detail. A further merit is the implicit 
suggestion of many problems that should tempt further exploration by 


others. 
ARTHUR R. UPGREN 


University of Minnesota 


The Consumers’ Cooperative as a Distributive Agency. By Or1n E. Bur- 
LEY. New York: McGraw-Hill Book Co., Inc., 1939. Pp. xiv+338. 
$3.00. 

The consumers co-operative movement needs this book. Professor 
Burley has performed a significant service as a sharp, yet friendly, 
critic. ““Much has been said of the soundness of cooperative theory; 
there remains much to be said of the weakness of cooperative practise.” 
The United States has a co-operative hodgepodge rather than a system. 
Co-operatives have not made as much use of government grades as 
might be supposed; there is still rather too much reliance on “. 
‘tasting’ parties, members’ opinions, and Consumers Union reports.” 

Co-operatives do not demand union-made merchandise, although 
they do reject prison-made products. Significant questions are raised 
concerning the hiring and firing of co-operative personnel, their pay, 
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and representation. The author thinks Dr. Warbasse’s plan for an 
industrial co-operative union smacks of company unionism. 

Some co-operatives have taken a too passive attitude toward selling, 
says Burley, failing to bear in mind their existence in a competitive 
system in which some types of sales promotional efforts are beneficial 
to members. On the other hand, some co-operative advertising has 
merely imitated prevailing private competitive advertising. While it 
is unwise for co-operatives to undersell, it is equally unwise for them 
consistently to be undersold. Co-operatives cannot live by holding 
their own; they must expand or decline. 

The “discontinuance record”’ of co-operatives is bad, but improving. 
If prospective co-operators can be sure of affirmative answers to the 
five questions posed on pages 244-45, their chances of success are good. 
Co-operatives must have a business program based on need and a 
social program based on a competitive yardstick rather than on the 
goal of a “‘cooperative commonwealth.” 

“Operating expenses of consumers’ cooperatives are apparently 
lower than those of private trade in parallel lines.”” Wages and salaries 
constitute the largest expense factor; rental costs are lower than for 
similar private businesses; advertising-expense ratio is quite low. Loss 
from bad debts in unusually low although considerable credit is ex- 
tended; delivery expenses are negligible. As a result, 90 per cent of 
all consumers’ co-operatives operate at a profit. They are not subsi- 
dized by tax exemption although they are subsidized by underpaid 
executives. 

Professor Burley is familiar with co-operative practice as well as 
theory, and his book contains much new source material, yet his bibli- 
ography omits several significant titles. While chapters xii and xiii 
are especially good, chapter vi is unsatisfactory. Much more might 
have been made of co-operative insurance. Elsewhere the author 
missed opportunities to develop such ideas as the competitive yard- 
stick. Not enough was made of the fact that co-operatives in the 
United States are followers rather than leaders. What new merchan- 
dising devices have they developed? Why is their advertising imitative 
instead of original? What unique standards have they set for workers? 
Why do they not sell insurance over the counter? While the book is 
very well done, further discussion of such questions would have added 
to its usefulness. 

LELAND J. GORDON 
Denison University 
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Loans of Federal Agencies and Their Relationship to the Capital Market. 
By Everett G. WALK. (Ph.D. dissertation in economics, Univer- 
sity of Pennsylvania.) Philadelphia, 1937. Pp. 256. 

Dr. Walk’s study offers a convenient summary of the types of loans 
made by government credit agencies in 1933-36, the terms of the loans, 
and the operating methods of the agencies, covering all the agencies 
which were of any great importance during those years. But it pro- 
vides nothing more than background material for a full understanding 
of the New Deal credit activities. Even the broader administrative 
aspects of the program are lost from sight—it is not made clear, for 
instance, how the Farm Credit organizations of the twelve districts are 
tied together. While Dr. Walk presents some explanation of the debt 
crisis of the great depression, its scope and intensity are not clearly 
pictured. The discussion of effects of the lending program is very 
unsystematic. The use of the H.O.L.C. and Federal Farm Mortgage 
Corporation to absorb capital losses which might have destroyed 
hundreds of banks is not stressed; the relation between R.F.C. capital 
subscriptions to banks and deposit insurance is barely hinted; and the 
whole financial analysis is decidedly unimaginative. These shortcom- 
ings of the book as a treatise on government lending, however, should 
not be allowed to overshadow its merit as an administrative handbook. 

ALBERT GAILORD HART 
Towa State College 


Two Systems: Socialist Economy and Capitalist Economy. By EUGENE 
VarGA. Translated by R. Pace Arnot. New York: International 
Publishers Co., Inc., 1939. Pp. 268. $2.50. 

“All previous systems of society—with the exception of primitive 
communism—were of one type. They were all built up on the exploita- 
tion of the oppressed classes by the ruling classes. The change in the 
mode of production even when it took a revolutionary shape meant 
only the change in the forms of exploitation 

“The socialist mode of production differs fundamentally from all 
previous modes (with the exception of primitive communism built up 
on common property). It does not change the form of exploitation, 
but abolishes exploitation in all its forms, together with its economic 
basis, private ownership of the means of production” (from the 


Introduction; author’s italics). 
FRANK H. KNIGHT 


University of Chicago 
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